ane Zt i 
Volume IX November 18, 1947 ay. 4 


: OPINION 
‘COMMEN a 


Cro 


Strip Coal Mining in Illinois 
Real Income and the Income Tax 
Financial Manipulation of Wartime Profits 
Pricing Policies Under Federal Laws. Ii 
The Economic Position of the Farmer 
Overlapping Federal and State Taxation. I 


Cre 


UNIVERSITY OF ILLINOIS BULLETIN 


VOLUME 45 ISSUED EVERY FIVE DAYS NUMBER 20 


OPINION AND COMMENT 


A QUARTERLY PUBLICATION 
of the 
BUREAU OF ECONOMIC AND BUSINESS RESEARCH 
COLLEGE OF COMMERCE AND BUSINESS ADMINISTRATION 
Howarp R. Bowen, Ph.D., Dean 


CONTENTS 


Strip-Coal’ Mining im, Illinois... 000s... 20-006 sewneseangeu= ele 
H. D. GRAHAM 


Real Income and-the Income Tax........... Maga aes See ee 
PHILIP G. HUDSON 


Financial Manipulation of Wartime Profits................e00++e19 
RICHARDS C. OSBORN 


Pricing Policies Under Federal Laws. II................ aaa ere 
Cc. C. CURTIS 


The Economic Position of the Farmer......... aes 
G. L. JORDAN 


Overlapping Federal and State Taxation. I......... 
EDWARD W. REED 


This publication of the Bureau of Economic and Business Re- 
search is issued upon the assumption that our readers will 
appreciate interpretative comments on topics of current interest. 
Because studied opinions on the significance of current trends 
are often more thought-provoking than tabulations of data would 
be, the Bureau supplements its research by issuing Opinion and 
Comment as another type of service. _ 

_ .The opinions expressed in the articles are the personal views 
of the respective authors and not necessarily those of the College 
of Commerce or the University. 

Please notify the Bureau of Economic and Business Re- 
search, 205 David Kinley Hall, of any change of address. 


The articles edie = in Opinion and Comment are indexed 
in Public Affairs Information Service, New York. 


H. K. Atten, Ph.D., Director of Bureau 
Hina R. Stice, A.B., Editor of Publications 
H. W. Huecy, Ph.D., Associate Editor 
D. P. Franvers, Ph.D., Associate Editor 


Published every five days by the University of Illinois. Entered as second-class matter 
at the post office at Urbana, Illinois, under the Act of August 24, 1912. Office of Pub- 
lication, 358 Administration Building, Urbana, Illinois. perth for mailing at the 

authorized 


special rate of postage provided for in Section 1103, Act of October 3, 1917, 
quis 31, 1918. . 


U Library 


Strip Coal Mining in Illinois 


H. D. GRAHAM 


Fresno State College, Fresno, California 


‘Jy Lunors has long been an impor- 
il tant coal mining state. The first 
: discovery of coal in North 
A America was made along the IIli- 
_nois River between the present cities 
of Utica and Ottawa. The world’s 

largest coal mine is located near 
West Frankfort in Franklin County. 
Illinois has larger minable coal re- 
- serves than any other state east of 
the Mississippi River, and the state 
_is now the third largest producer of 
coal among the coal-producing states 
(exceeded only by West Virginia 
and Pennsylvania) in the United 
~ States. 7 


The Illinois Coal Industry 


About two-thirds to three-fourths 
of Illinois is underlain by minable 
coal. The coal bed is shaped some- 
_what like the bowl of a large shal- 
low spoon—its edges lie close to 
the surface but the depth of the coal 
increases toward the center. The 
northern limit of the coal is, roughly, 
a line drawn from LaSalle to Rock 
Island. The western and southern 
limits are the counties along the 
western and southern edges of the 
state. On the east the coal bed ex- 
tends from Vermilion County to 
Hardin County, and this section ex- 
tends on eastward into Indiana. 

The coal industry throughout the 
nation, and also in Illinois, has long 
been judged to be a sick industry. 
The trouble seems to be that coal 
has too many mines, too many op- 


erators, too many miners, high and 
inelastic transportation costs, high 
labor costs, increasing competition 
from oil and gas, and increasing 
efficiency in the use of coal. Be- 
tween World Wars I and II these 
economic factors caused the number 
of mines, operators, miners, and 
tons of coal mined to decline. In 
1923 Illinois employed about 103,000 
miners and in 1945 less than a third 
of that number, with no correspond- 
ing decrease in tonnage mined. The 
number of shipping mines (mines 
which ship coal to market via rail 
as distinguished from local mines 
which are small operations and 
serve only local demand) in Illinois 
during that same period declined 
from 374 to 159. Furthermore, the 
industry as a whole merely broke 
even or suffered losses between 
1923 and 1940. During this same 
period, however, strip mining — 
often called “opencut” or “open-pit” 
mining — experienced its greatest 
growth. The number of opencut 
mines, the number of operators, the 
number of men employed, the num- 
ber of tons of coal mined, and the 
number of acres of land upearthed 
increased during this period of gen- 
eral stagnation and financial failure 
experienced by the coal industry as 
a whole. 

The opencut coal mines in Illinois 
are distributed, in general, around 
the edges of the coal bed where it 
approaches the surface; they are 


[1] 


also found near streams or rivers 
which have cut down through the 


strata of soil and rock to expose the © 


coal seam. The largest strip area in 
the state, from the standpoint of 
tons mined, is in Fulton and Knox 
counties. The next largest is located 
along the southwestern edge of the 
coal bed— Perry, Randolph, Jack- 
son, and St. Clair counties. Ver- 
milion County, on the eastern edge 
of the coal bed, is the oldest strip- 
ping district in the state; and Will 
and Grundy counties on the north- 
eastern corner of the coal field 
form an important area which is 
now just about mined out. 

The following tabulation shows 
the tonnage produced in Illinois in 
1945, out of a total output of 16,- 
203,763 tons, in the six counties 
which lead in this industry: 


Tons 

County Produced 
AIGEIT CON ors Roem ehe Poetaearond ite oder eets 5,791,701 
So he SO Ch eas Oe 2,830,681 
WWinllearar Rustad otras crotch 1,735,678 
ESGRONP haces: aap aergbaehe wesieve 1,490,613 
Randolph sont ama ee ais eee oe 1,187,295 
Spe lair: mi datete. oh stele ck cee 940,966 


Reasons for Growth of 
Opencut Mines 


The reasons for the growth of 
opencut mining in these areas and 
during the period: between World 
War I and II are that strip mining, 
in general, costs less than under- 
ground mining; yet strip mines turn 
out a uniform, graded, quality 
product. There are several reasons 
why opencut mines can operate 
more cheaply than underground 
mines, the main ones being: 
(1) strip mining is by nature a less 
complicated process than  under- 
ground mining; (2) strip mines use 
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larger units of machinery than un-- 
_derground mines, with consequent: 


savings in labor cost; (3) for strip) 


_ mines the interval between initial. 


investment and full production is) 
comparatively short; (4) strip mines. 
recover between 75 per cent and 
almost 100 per cent of the coal 
seam, whereas underground mines 
recover only 40 to 60 per cent of the 
seam being mined; (5) strip mine 
equipment can be used for other 
purposes and is, therefore, almost 
entirely salvable; (6) the prices of 
land, labor, mine supplies, and capi- 
tal have been more favorable to 
strip mines than to shaft and slope 
mines; and (7) the strip mine oper- 
ators are an aggressive group, un- 
hampered by tradition, and energetic 
an applying new methods of opera- 
tion. 

To say that strip mining is a 
relatively simple operation is not to 
depreciate the many real engineer- 
ing problems encountered by the 
strippers but rather to emphasize 
the problems of the underground 
engineers. Opencut mines have no 
timbering, no low roofs, no ventila- 
tion equipment, no airshafts, no 
brattice work, no methane, and no 
explosive dust mixtures which re- 
quire precautionary measures, such 
as rock dusting. Drainage is a prob- 
lem common to both types of mining, 
but the strippers can usually handle 
their drainage by a few 4 inch to 8 
inch portable pumps. Underground 
mines are seriously hampered when 
working in water-bearing strata, 
especially if the men must work in 
the water, and their pumps must 
handle many times the volume of 
water usually encountered in strip 
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“mines. The process of blasting in- 
volves much less danger: and incon- 
venience in strip mines. In the first 
place, the latter do considerably less 
blasting; and, second, blasting is less 
dangerous in them because there is 
no danger of dust explosion and no 
deadly methane gas. Nothing like 
the explosion at Centralia, Illinois, 
in 1947 has ever occurred in strip 
- mines. 
_ The process of stripping is not 
only less complicated but is also 
better adapted to use of large units 
of equipment; in fact, large equip- 
ment has made modern coal strip- 
ping possible. An underground mine 
‘car carries from three to five tons. 
_An electric motor may pull several 
of these cars and still haul less coal 
per trip than does one Diesel- 
powered truck in a strip pit. The 
-underground cars carry less on each 
trip and also require more handling, 
connecting, disconnecting, and 
switching. Large equipment also 
helps the strippers at the loading 
point. In a strip mine the trucks 
load at cne place —one shovel loads 
the entire output of the mine. The 
consequent concentration of work 
allows easy supervision. Under- 
ground, however, daily production 
equivalent to that of a strip mine 
can be maintained only by use of 
several loaders working in different 
parts of the mine. It takes six or 
eight loaders to load as much as 
one loading shovel on the surface. 
This requires more machines, more 
men at work, more switching and 
handling of cars, and wider dis- 
persion of maintenance men. 
Furthermore, strip mines enjoy a 
much. shorter interval between the 
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time of initial investment and the 
time of full production than do 
underground mines. Once the 
shovels, trucks, bulldozers, and 
preparation plant are ready, the 
opencut mine will reach its planned 
optimum production before the box 
cut (the initial cut along the side of 
the field, the first of many parallel 
cuts which will uncover the whole 
coal bed) is completed. There is 
only one loading point, and all ma- 
chinery except the stripping shovel 
concentrates at this point as soon as 
the coal is uncovered; the loading 
point is then moved along in the 
wake of the stripping shovel. The 
amount of coal which is loaded at 
one loading point is the same no 
matter whether it comes from the 
first cut or from a cut when the 
field is half mined out, assuming 
equal thickness of the coal seam. 
On the other hand, operators of 
shaft mines must sink a shaft and 
then run entryways out from the 
shaft. The time required to expand 
the entryways sufficiently to make 
space for several loading and cut- 
ting machines may be several years. 
To distribute the working force and 
the machines so as to get optimum 
production requires several rooms 
cut out of the coal seam. It takes 
time to mine out a sufficient: work- 
ing space —a situation just the op- 
posite from that in old mines in 
which the coal face—the frontal 
area of the coal exposed in the 
mine—is so far from the shaft 
that underground transportation 
costs become excessive. This delay 
in development assumes importance 
financially when from $1,000,000 to 
$5,000,000 is invested in each mine. 
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Another advantage of strip min- 
ing is that all of the coal seam is 
extracted. There may be some 
eroded outcroppings left, or a small 
spur section may not be worth 
moving the shovels, so that actual 
recovery may be only 90 per cent of 
the coal instead of all of it. This 
percentage, however, is much high- 
er than that of Illinois shaft. mines. 
Most of the Illinois underground 
mines, including all the large ship- 
ping mines, use the pillar-and- 
room method of extraction. This 
method of mining as practiced in 
Illinois recovers from 40 to 60 per 
cent of the coal seam, with 60 per 
cent recovery in the highly efficient 
mines only; most mines obtain 50 
per cent recovery. 

Not only do strip mines get a 
greater amount of coal from a 
given area of equal thickness than 
do shaft mines, but also their equip- 
ment is more adaptable to other 
uses. A coal-cutting machine or a 
coal-loading machine has no alter- 
native uses. It can cut or load coal, 
but is useless for any other task. 
Even the underground haulage sys- 
tem is so specialized, so fitted to the 
needs of underground work, that 
the equipmient cannot be used else- 
where. Not so, however, with strip 
mine equipment. Shovels, tractors, 
clamshells, trucks, and portable 
pumps are usable in many construc- 
tion or earth-moving jobs. This mo- 
bility of the equipment used by 
strip mines enables it to be shifted 
to different jobs and different: loca- 
tions, and the demand for it in 
other industries gives it a high 
salvage value. 

The physical features which have 
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been mentioned plus the ideal geo- 
logic conditions — large, horizontal 
seams of coal close to the surface, 
soft overburden, and extensive flat 
prairies which permit easy move- 
ment of machinery, and allow plenty 
of space for loading tracks, tipples, 
and miscellaneous buildings—which 
exist in Illinois are largely respon-, 
sible for the increased use of the 
opencut in Illinois. | 

In addition to these geologic and 
physical characteristics of the in- 
dustry, moreover, several trends in 
economic conditions have been of 
relatively more aid to the strip 
mines than to the underground 
mines. In the 1920’s, Illinois, Indi- 
ana, Ohio, and western Pennsyl- 
vania were known as the “Central 
Competitive Field.” These states 
have long been a union stronghold. 
The United Mine Workers of 
America got their start and derived 
the main part of their support from 
Illinois and Indiana. Coal towns in 
this area were union towns during 
the 1920’s and have been ever since. 
The union representatives who bar- 
gained with the mine operators had 
the support of most of the miners, 
and out of this union solidarity 
came the highest wages ever paid in 
the coal industry. 

The Central Competitive Field 
was committed to high wage rates 
during the 1920’s when the rival 
coal fields of Kentucky and West 
Virginia were largely nonunion. 
While the southern operators cut 
wages, unopposed by unions, the 
northern operators continued to pay 
high wages at or above the wartime 
level of pay. After 1920 the union 
day rate in the Central Competitive 


Field was held rigidly at $7.50 until 
1927, even though the price of coal 
_ kept going down and the tons mined 
per man per day remained practi- 
cally unchanged. Labor not only ac- 
counted for a large part of total 
costs, but it was also relatively ex- 
pensive. This rigidity in the price 
of labor has been blamed for the 
rise of the coal fields of Kentucky 
and West Virginia with consequent 
loss of markets to states of the 
Central Competitive Field. It prob- 
ably did more than that. It is hardly 
coincidence that strip mining started 
and experienced its greatest growth 
in Illinois, Indiana, Ohio, and Penn- 
sylvania during the period of high 
wages. With 60 to 70 per cent of 
total costs going to labor and with 
wage rates held high in the face of 
falling coal prices, the coal industry 
could hardly be expected to do 
nothing about the situation. The in- 
creasing use of the opencut (labor 
costs in strip mines amount to from 

30 to 40 per cent of total costs) and 

the increasing mechanization of 

underground mines are evidence 
that something was done about high 
labor costs. 

Other price factors which have 
aided opencut mining are the trends 
of interest rates and the price of 
agricultural land. Since 1920 prac- 
tically all interest rates have de- 
creased; the prices of farm land 


have also declined rather generally 


during the period of strip mine ex- 
pansion. Thus, in answer to or be- 
cause of the combination of high- 
priced labor, decreasing interest 
charges, and declining land prices, 
the opencut method of mining grew 
in Illinois. The incentive and the 
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Opportunity to substitute cheap fac- 
tors of production for an expensive 
factor existed simultaneously. As a 
result of these economic factors it 
is no accident that Illinois opencut 
mines have extracted about 100,- 
000,000 tons of quality, low-cost 
coal, have converted about 37,000 
acres of farm land into spoil banks, 
and will probably thus convert at 
least 40,000 more acres. 

These reasons for the growth of 
strip mining are not so widely pub- 
licized as are the effects of that 
type. The industry has expanded 
rapidly in the last twenty years, and 
it has aroused considerable public 
opposition. Presently known strip- 
pable coal deposits in Illinois are 
about half mined out; the industry 
plans to continue operations as long 
as possible; and, in view of public 
disfavor, the reasons for the in- 
crease in coal stripping, as well as 
the effect thereof, should be widely 
known. 


Effects of Opencut Mining 


The effects of strip mining are 
most severe and most discernible in 
areas of fertile farm land. Land 
that has been stripped cannot be 
cultivated, and is useless for general 
farming. The main feature of the 
industry is the mutually exclusive 
character of coal stripping and row 
cropping. Strip coal deposits cannot 
be mined by means of shafts and 
tunnels, because the coal is very 
near the surface and is covered by 
soft overburden which will not sup- 
port itself if the coal is extracted. 
Consequently, either the coal is ob- 
tained at the expense of the land, 
or the land is preserved and the coal 
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thereunder lies unused. Is it better 
to obtain for immediate use some 
several thousand tons of coal per 
acre or to preserve the land and 
harvest 50 to 100 bushels of corn, 
or some other crop, from each acre 
year after year? To say that coal is 
not so important because it may be 
displaced by atomic sources of en- 
ergy is as far from a satisfactory 
answer as would be a statement 
that there is already too much agri- 
cultural land and that, anyway, in 
the future food will probably be 
grown in factories by using chemi- 
cals which will supply just the right 
amounts and proportions of nutri- 
tive elements to support ideal plant 
growth at all times. Both statements 
represent mere speculations as to 
the future. The basic question is, 
“How can our natural resources be 
most effectively utilized ?” 

The problem is not eased by the 
fact that both coal and land are 
plentiful in the United States and 
in Illinois. A survey of the facts as 
to coal and crops shows that the 
value of the coal extracted greatly 
exceeds that of crops that could be 
grown if the land were not mined. 
More important than this; however, 
is the fact that the importance of 
strip coal to industry seems to be 
relatively greater than that of the 
farm products foregone. This is to 
say that cities such as the Tri-Cities 
and Peoria use large amounts of 
strip coal because it is near at 
hand and is cheap—as much as 
$500,000 a year cheaper for each 
city than other coals. Any substan- 
tial change in the price of fuel 
would raise costs (public and pri- 
vate) and would place industry in 
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those cities at a competitive disad- 
vantage with industry in other cities 
more favorably situated with respect 
to a fuel supply. On the other hand, 


retirement from production of 18,- — 


000 acres of land in Fulton County 
(3.5 per cent of the county area) or 


some 80,000 acres of land in Illinois — 


(less than 1 per cent of the state 


area) would probably have little! 
noticeable effect on the cost of liv-. 
ing for people in Fulton County or 
in Illinois, or on the costs of produc- 
tion of any significant industries. 
Loss would be suffered in scattered 
instances by country grain eleva- 
tors, stockyards, local trucking, 
local stores, and retail trade. How- 
ever, the nature of the grain market 
is such that retirement of several 
thousand acres from use would 
hardly influence the price of grain 
and would not affect costs of agri- 
cultural raw materials supplied to 
industry or the general cost of liv- 
ing. The retirement of 16,000,000 
tons of strip coal from Illinois pro- 
duction, on the contrary, would af- 
fect the price of coal to all coal- 
consuming industrial and domestic 
users. The fact is that the farm 
acreage destroyed by stripping is a 
much smaller part of total land 
acreage than is the proportion of 
total coal production supplied by 
strip coal. In Illinois, strip coal ac- 
counts for 20 to 25 per cent of 
state coal production, whereas the 
land underlying this coal amounts 
to less than one per cent of the 
state’s farm land. 

The inadequacy of such a com- 
parison is that it does not show the 
burdens and costs assumed by so- 
ciety in the mining of strip coal. 
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Loss of the coal would have direct 
and discernible effects on costs to 
cities and industry. The effects of 
loss of the land on costs would not 
be so readily perceived. Land turned 
p by strip shovels may cost a com- 
munity increased danger from in- 
sects, bacteria, disease; may furnish 
breeding grounds for rodents to 
raid adjacent poultry flocks; may 
divide school districts so that chil- 
dren must take a circuitous route 
to school; may upearth roads so as 
to divide retail trading areas; may 
cause migration of population; may 
result in higher tax rates on adjoin- 
ing lands and buildings; may lower 
the water table of adjoining lands, 
with consequent damage to soil pro- 
ductivity; may cause increased de- 
mands on public services; may 
pollute streams; and may destroy in- 
centive to improve lands and build- 
ings adjoining the mines. Some 
people believe that these alleged 
costs to society are high enough to 
outweigh the advantages of a low 
muel bill. 

Examination of these contentions 
shows that, as usual, the truth is 
somewhere between the opinions of 
the coal strippers and of the public. 
There is no controversy over the 
acreage and productivity rating of 
the lands being stripped. The latest 
estimate (1946) is that there are in 
Illinois about 78,006 acres of strip- 
pable coal land, of which almost 
half has been stripped. Most of this 
land is of medium or low produc- 
tivity rating. Much of it, consisting 
of timber soil and land subject to 
erosion, should not be planted in 
row crops. 

_ A question about which there is 


controversy, however, is, “Does coal 


_ stripping ruin the land?” Stripping 


does make the land unfit for row 
cropping, but there are other uses 
for it — grazing, timber, fishing, 
boating, trapping, vineyards, and 
pulpwood, which have displayed 
varying degrees of success. In 1930 
the mine operators, in cooperation 
with the State Department of For- 
estry, began a forestry project. At 
first, there were some failures; it 
was not known what trees would 
grow on spoil banks or how thickly 
they should be planted. After sev- 
eral years’ experience there were, 
however, indications of great suc- 
cess. Black locust survived easily, 
held the soil thereby counteracting 
erosion, and enriched the soil. This 
wood makes very good fence posts, 
second only to osage orange. Ex- 
periments with reforestation are still 
young, have produced little or no 
profitable results, and as yet serve 
only one purpose effectively — they 
tend to hide the ugly spoil banks, 
and to provide cover for wildlife. 
Another attempt to wrest profit 
from seemingly worthless land has 
been to seed it to grasses and pas- 
ture it. By experimentation and soil 
tests, vegetation will be found which 
will grow on present unfavorable 
spoils. If such results can be attained 
generally throughout the strip land 
areas, opencut mining may well lose 
the opprobrium with which it is now 
regarded by many. At the same 
time, society will gain from a more 
complete utilization of natural re- 
sources. Present evidence does not 
show general, widespread success — 
it shows, rather, that much has been 
done and much more can be done, 


and that, perhaps, over. a long 
period of time, the interests of the 
coal strippers and the agriculturists 
are not incompatible. 

If then coal stripping and agri- 
culture are not incompatible — and 
there is plenty of evidence that they 
need not be —how about the other 
objections to coal stripping? The 
answer is that there has been no 
statewide study of the effects of the 
mines on such things as spending 
habits of local government, revenues 
and expenditures of local govern- 
ment, size of tax base, land value, 
height of the water table, floods, 
disease, vermin, and wildlife. In 
Fulton County, however, the strip 
mines have not had all the bad 
effects usually associated with strip 
mines in the public mind. In that 
county, the third largest coal mining 
county in Illinois, and the largest 
strip coal mining county in the state, 
there is no evidence that the mines 
have lowered the water table, have 
isolated retail trading districts, have 
bisected school districts, have caused 
school children to follow circuitous 
routes to school, have increased 
destructive wild animals and vermin, 
have caused disease, or’ have men- 
aced public health. There has been 
some migration of population in that 
county because of the mines, but 
the movement has been small. About 
30 per cent of the mines’ labor force 
is composed of former farmers, and 
the mines are located in regions of 
sparse population. Any population 
movement, therefore, is small, local- 
ized, and of little social significance. 
As for the presence of wildlife, 
an examination of the books of 
the township supervisors in Fulton 
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County in May, 1947, showed n« 
correlation between the fox and 
wolf kills and the strip mines. Most 
of the bounties were paid in town- 
ships where there are streams an 
timber. The kills reported in town- 
ships with strip mines showed no: 
tendency to increase with the 
growth of the mines. 

One field in which the local effected 
of strip mines will eventually be: 
significant is that of public finance.. 
Taxation of stripped land has had| 
no effect as yet, because taxes are? 
still being paid on stripped land at! 
approximately the same valuation) 
the land carried before it was: 
stripped, or even before it was pur-: 
chased as coal land. After stripping: 
operations in the state are con- 
cluded, the lands will either revert 
to the state or will be revalued at 
their true value; in either case, the 
tax base of county and township 
governments will be reduced. 

In case some downward valuation 
takes place, as it undoubtedly will, 
a severe tax burden will be placed 
on owners of good land, buildings, 
and equipment. This effect of strip- 
ping is serious, foreseeable, can be 
forestalled easily if action to con- 
solidate is taken, and outweighs by 
far the more commonly alleged ef- 
fects of stripping — disease, floods, 
excessive drainage, wildlife, and 
isolation of communities. 


Strip Mines and Labor 


Another aspect of the strip mine 
industry involves the characteristics 
of its labor force. Strip miners dif- 
fer from underground workers in 
several ways. In the first place. 


strip miners are paid more, as a 
neral rule, than are shaft or slope 
miners. Not only are the men in the 
rip pits paid more, but also their 
kills are adaptable to other indus- 
ies and uses. This feature gives the 
opencut workers a mobility and in- 
dependence not found among deep 
miners. Strip miners are truck 
drivers, electricians, tractor opera- 
tors, mechanics, shovel operators, 
and machinists — trades which are 
in demand in industries other than 
mining. Deep miners, on the con- 
trary, are dependent on the mines 
for a livelihood. A loading-machine 
operator or a cutting-machine op- 
erator is a skilled worker who re- 
ceived good wages, but if the mine 
closes he is out of a job and his skill 
is not demanded by other industries. 
The combination of high wages and 
‘mobility of workers, which is char- 
acteristic oi strip miners, is largely 
responsible for the fact that there 
“are no company towns or coal towns 
in the stripping area of Illinois. 
Many of the opencut workers are 
widely dispersed over an area of 
‘ten to thirty miles radius from the 
“mine. The men drive to work and 
live on farms or in towns of their 
own choosing. 
The strip miners enjoy still an- 
other advantage over underground 
-workers— men in strip mines are 
much safer while at work than are 
workers underground. Illinois mines 
take their toll of human lives every 
year. Since 1882, fatalities in all 
Illinois mines have averaged 121 a 
year. Of these fatalities, strip mines 
have contributed from none to 8 a 
year since 1927, the first year for 
which fatalities in strip pits were 
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listed. Illinois strip mines produce 
from one-fifth to one-fourth of the 
state’s coal but account for only 4 
per cent of the state’s mining fatali- 
ties. In terms of human life (an 
intangible, unmeasurable cost, but 
one which is exceedingly high), 
strip mining is the most economical 
method yet devised for extracting 
coal from the earth. 

Men who work in the strip pits 
also have fewer nonfatal accidents 
than do underground workers. Strip 
mines in Illinois in 1945 accounted 
for 4.8 per cent of all mining in- 
juries in the state and 5.5 per cent 
of the man days lost. 

The public is quick to note the 
apparent destruction of several 
thousand acres of land, but there has 
been little or no public acknowl- 
edgment of the record of safety 
maintained in the opencut mines. 


Summary 


A rapid review of the facts of 
opencut mining in Illinois shows 
that strip coal operators have en- 
larged their business at a time when 
underground mines were losing 
money, going out of business, and 
discharging men. Between World 
Wars I and II the strip coal op- 
erators had lower costs, sold coal at 
lower prices, and yet realized more 
profit than did operators of under- 
ground mines. This resulted from a 
happy combination of ideal geologic 
conditions, advantages in the physi- 
cal processes of mining, and trends 
in economic price relationships 
which favored the strippers rela- 
tively more than the underground 
operators. 


The observed effects of the indus- 
try are (a) an aroused public oppo- 
sition to strip mining; (b) a cheap 
coal supply; (c) apparent destruc- 
tion of 37,000 acres of land, al- 
though some reclamation is possi- 
ble; (d) some small, localized 
migration of population; (e) slight, 
even negligible, effects on wildlife, 
floods, excessive drainage, isolation 
of communities and trading areas, 
disease, and menace to _ public 
health; (f) probably serious effects 
on local public finances; and (g) a 
low fatality rate and accident rate 
among its labor force. 

The advantage of the strippers is 
in low production costs rather than 
in low transportation or marketing 
costs. The strippers have been rela- 
tively less affected by rising wage 
rates and more affected by declin- 
ing interest rates than have the un- 
derground mines. The economic 
trends since 1920 have tended to 
favor the mines which use small 
amounts of labor and large amounts 
of capital equipment more than the 
mines which require large amounts 
of labor and small amounts of ma- 
chinery. The result has been a gen- 
eral nation-wide decrease in the 
number of underground mines, 
whereas strip mines increased in 
number and in tons mined. 
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Does this mean that strip mines 
will continue to increase as they, 
have in the last twenty years? Not 
necessarily. The strippers have al- 
ready exploited the best coal de- 
posits; the same economic factors 
which helped the strippers have als 
caused many underground mines t 
mechanize; and as the strip coal 
deposits dip deeper into the earth, 
the strippers will soon reach a 
depth where their costs may well 
equal the costs of the underground: 
mines. Furthermore, the strippers 
have done nothing about the nature: 
of the product they market — it still 
is a heavy, lumpy commodity which 
spews out soot and leaves ashes and 
clinkers as its remains. It cannot 
compare with oil and gas on the 
basis of convenience. The strippers, 
who in the past twenty years by- 
passed many of the shaft mines, 
may themselves be by-passed by new 
methods of extracting and process- 
ing coal in the next twenty years. 
If burning coal in the seam and then 
collecting the resultant gases for 
piping to the consumers proves 
practical, the strippers may well find 
that their construction methods ap- 
plied to scooping coal out of the 
earth are completely outmoded. 
Whatever the future holds, however. 
at present they are in a strong 
position. 


Real Income and the-Income Tax 


Puitie G. Hupson 
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A homeowner who occupies his $12,000 furnished home and who earns an 


annual salary of $4,000 may pay approximately $150 per year less in personal income 
taxes than a renter who also earns an annual salary of $4,000 and who has additional 
income from $12,000 invested in a 5 per cent first mortgage, but who must rent a 
furnished house. These two persons have exactly the same wealth and annual income, 
but the income the homeowner receives directly from the use of his own furnished 
house is not taxable. At present (1947) Federal personal income tax rates, the home- 
owner will pay approximately $139 less in Federal personal income tax. If the state 
also lexies a tax on personal incomes, the difference is further exaggerated and may 
amount to as much as $150 in the combined Federal and state income taxes. The 
following article explains in some detail how this difference arises. 


OR many years economists have 
kK made a fairly clear distinction 

among money income, real in- 
come, and psychic income. In short, 
‘money income consists of the cash 
received; real income consists of 
the actual goods and services con- 
sumed (largely but not entirely de- 
termined by one’s money income); 
psychic income is the enjoyment re- 
‘ceived from consuming the real in- 
come. In each case, to be meaning- 
ful, the income must be regarded 
with reference to a given period of 
time. 

The unmodified word “income” is 
not so easy to define. In fact, it has 
resisted all attempts to define it ina 
simple and concise manner that will 
include all items that should be in- 
cluded as income and exclude all 
others. This difficulty no doubt stems 
from the inherently complex nature 
of income and from the lack of gen- 
eral agreement on whether certain 
borderline items should or should 
not be included. In everyday con- 
versation people frequently speak of 


income, but they are seldom re- 
quired to state exactly what they 
mean by the word. On the other 
hand, in the practical matter of in- 
come taxation, the issue cannot 
easily be dodged. An administrable 
definition of income must be had. 

The Federal internal revenue code 
meets the problem with the expedi- 
ent of defining by example. It lists 
all kinds of pay for labor, rents, in- 
terest, dividends, and profits as in- 
come; it also lists some less com- 
mon items, such as capital gains, 
that should be included; and, finally, 
not to miss anything, the law in- 
cludes “income derived from any 
source whatever.” But the law never 
says what income is. To make 
some amends for this, certain items 
— proceeds of insurance, annuities, 
gifts, etc.— which might errone- 
ously be included as income in view 
of the final sweeping statement of 
the legal definition are listed, in 
Section 22 (a) and (b), as “exclu- 
sions from income.” 

Thus, from the examples listed 
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for tax purposes, a person’s income 
consists mainly of various cash pay- 
ments made to him by others. This 
concept approaches the economists’ 
definition of money income. Excep- 
tions to this arise, however, in those 
instances in which by customary 
practice (or for any other reason) 
persons are paid in goods or services 
— real income — instead of cash. In 
such cases the cash value of the 
goods and services must be ascer- 
tained and reported as income for 
tax purposes, the use of a parsonage 
as part of a minister’s income be- 
ing a legal exception. If this were 
not required, much evasion of the 
income tax would be achieved by 
payment in kind rather than in cash. 
This would cause a serious decline 
in income tax yields and — perhaps 
worse — would shift a considerable 
portion of the business transactions 
of the nation from a money basis to 
a barter basis with all the attendant 
disadvantages of the latter. The im- 
portant point remains that whether 
income is received in cash or in 
kind it is taxable income when it 
takes the form of a payment re- 
ceived from another person. Income 
tax laws, of course, have provisions 
for reducing gross income to net in- 
come, but that aspect of income tax- 
ation is another problem in itself. 

A person may, however, receive 
considerable real income in a way 
that is not taxable. He may produce 
considerable goods and services for 
his own direct consumption, and he 
may enjoy benefits from the durable 
goods which he owns. The income 
received by a’hermit would be en- 
tirely of this sort-if he were a 100- 
per-cent hermit. A well-to-do hermit 
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might conceivably enjoy a real in: 
come, the money value of which wa: 
considerably in excess of the per: 
sonal exemptions of present-day in 
come laws, but he would have nc 
personal income tax liability, be 
cause his income was not receivec 
as a payment from someone else. 

In a. modern exchange economy) 
most of the income received by the 
taxpayers is money income, but 
there are certain elements, like the 
income of a hermit, that are sa 
large that they are not ignored by 
those who make estimates of the 
national income. Such income ele- 
ments have not entered into mone- 
tary transactions and, for purposes 
of measurement, must have a mone- 
tary value imputed or ascribed to 
them as if they had entered into a 
monetary. transaction. Four such 
items are included by Dr. Kuznets 
in his well-known estimates of the 
national income. These items are: 
(1) goods and services produced by 
the government; (2) goods retainec 
by producers (especially farmers) 
for their own consumption ; (3) pay- 
ments in goods and services by em- 
ployers to employees; and (4) the 
rental value of homes occupied bj 
their owners. Other important items 
notably housewives’ services anc 
various hobbies, might also be in 
cluded in this category, but since 
these involve some elements that ar 
scarcely ever measurable in mone 
tary terms, they seem to lie partl: 
outside the material realm of eco 
nomics and to approach that realn 
into which only the psychiatrist 
dare tread. Let us turn our atten 
tion, therefore, to the four item 
listed above and examine them i 


eir relation to personal income 
xation. 
Government-produced goods and 
services (such as fire protection and 
public schools), the first of the four 
ms, should not be taxed as per- 
sonal income to the recipients when 
_ they are fully financed by taxes and 
intended for common consumption. 
_ As a practical matter, moreover, al- 
though it is possible to impute a 
value of such goods and services to 
the nation as a whole, it would be 
far more difficult, if not impossible, 
to impute a value for income tax 
purposes to each taxpayer’s share in 
the enjoyment of government goods 
and services. 
_ In the case of the second item, in 
all fairness the net value of goods 
retained by producers for their own 
consumption should be taxed as 
personal income. But, as a practical 
'matter, this would require a con- 
siderable bookkeeping burden to de- 
termine with accuracy the amount 
of such net value and it would be 
very likely to place a premium on 
dishonesty. We cannot watch each 
farmer to see how much of his own 
-produce he consumes. Britain, how- 
“ever, tries and allegedly succeeds in 
doing something like this with 
British farmers under that nation’s 
rationing program. 
_ The third item, the value of pay- 
‘ments in goods and services by em- 
ployers to employees, is already 
taxable for the reasons set forth 
earlier in this article. 

The fourth item, the rental value 
of homes occupied by their owners, 
‘does offer some possibilities for the 
modification of present income tax 
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laws. The modifications presently to 
be suggested are aimed at making 
the personal income tax bear more 
equitably on those taxpayers who 
compose the renter class as opposed 
to those who are home-owners. 

The great virtue of the personal 
income tax lies in the fact that it 
puts into execution the ability-to- 
pay theory of tax justice. At least 
it approaches this aim much more 
closely than do most other taxes. 
Those with greater incomes should 
pay progressively more taxes than 
those with smaller incomes, and 
those with the same ability-to-pay 
should pay the same amount of 
taxes. A renter, however, with the 
same wealth and income as a home- 
owner and hence with the same tax- 
paying ability, is hit much more 
heavily by income taxes than the 
home owner. No doubt, many peo- 
ple know that this is true, but per- 
haps the exact extent of the differ- 
ence under present tax laws is not 
so commonly realized. The follow- 
ing case is designed to show this 
difference. Though hypothetical, it 
is believed to be fairly representa- 
tive of many homeowners and rent- 
ers whose incomes fall within the 
lower personal income tax brackets. 

Let us assume that two men— A, 
a renter, and B, a homeowner — are 
in exactly the same economic cir- 
cumstances. Each has an annual 
salary of $4,000 and invested sav- 
ings of $12,000. Each is married and 
has two dependent children. The 
only important difference is that B, 
the homeowner, has his savings in- 
vested in the form of a furnished 
home which he occupies, whereas A, 
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the renter, has invested his $12,000 
in a 5 per cent first mortgage and 
rents a furnished home similar to 
B’s for $100 per month. Using the 
short method for calculating Fed- 
eral personal income taxes, B’s tax 
bill (at 1947 rates and exemptions) 
will be $308 on his $4,000 salary. 
A’s tax bill on his $4,000 salary and 
his $600 interest income will be 
$414, or $106 more than B’s. 
Furthermore, B, the homeowner, 
will pay an annual property tax on 
his furnished house of perhaps $150 
(assuming a $3,000 assessed valua- 
tion and a 5 per cent property tax 
rate) which for income tax pur- 
poses is a sizable deductible expense. 
A, the renter, will have no com- 
parable deduction, although he will 
very likely find shifted to him, dis- 
guised in his rent, the bulk of the 
property tax his landlord must pay. 
This is true because landlords will 


B’s Federal Personal Income Tax 
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not build houses and offer them fos 
rent unless the rental rate is enougt 
to pay the property tax and other 
expenses and yield in addition a re 
turn on their investment sufficient te 
attract capital into this channel. Ye 
the renter cannot deduct as an ex 
pense in determining his own per: 
sonal income tax any part of the 
rent he pays, although a part of {i 
is comparable with the property ta 

paid by a homeowner. . 

If we assume that the total of al 
the other allowable deductions of A 
and B just equals the average 1f 
per cent of net income allowed iz 
setting up the short-method tax 
table, then B, the homeowner, wil 
find that his added deduction of the 
$150 property tax will enable hin 
to make a tax saving if he compute? 
his tax by the long method. Th 
main details and results of thi 
method follow: 


(Long Method) 


$4 ,000 = B’s annual salary. 
Less 400 
— . cept the property tax). 
$3,600 = Remainder. 
Less 150 
$3,450 = Remainder. 
Less 2,000 
$1,450 = Taxable net income. 


Times 
$ 290 


If the long method is used, as 
shown above, B’s Federal personal 
income tax is seen to be only $275.50 
instead of the $308 by the short 
method, a tax saving of $32.50. 


= B’s itemized deductions equal to the standard 10 per cent (ex 


= B’s property tax for which A has no comparable deduction. 
= Personal exemptions for man, wife, and two children. 


.20 = Tax rate for the $0 to $2,000 bracket. 
= Tentative income tax. 

Less 14.50 = 5 per cent of the tentative tax. 

$ 275.50 = B’s Federal personal income tax. 


Since A has no deductions in ex 
cess of the standard 10 per cent, h 
can make no similar saving by th 
use of the long method, and th: 
difference in the Federal income ta: 


_ And still further, if the two men 
happen to reside in a state that 
levies a tax on personal incomes, an 
\dditional difference will arise. By a 
alculation similar to the foregoing, 
ased on the personal exemptions 
and tax rates in effect in the State 
of Arizona in 1947, a homeowner in 
that state will have an advantage in 
‘his state personal income tax bill 
which amounts to $9.38. Altogether, 
this gives the homeowner an ad- 
vantage of $147.88 a year in his 
BE mbined Federal and state personal 
“income tax bills. 

_ Let us note again that A and B 
‘were assumed to have the same 
wealth and the same real income. 
‘The only difference was that A, the 
renter, received his income first in 
the form of money income so that 
all of it was taxable, whereas B 
‘received considerable real income 
directly from his capital invested in 
his furnished home. The net value 
of real income received in this man- 
ner represents economic power to 
consume and ability to pay taxes 
just as well as does money income 
which must be used to purchase the 
use of a similar furnished house. A, 
the renter, was assumed to have 
paid $100 a month, or $1,200 a year, 
for the use of a house similar to 
that of B. 

It would not be accurate, how- 
ever, to impute the entire $1,200 of 
gross rent as the net monetary 
value of the real income B receives 
from the use of his own home. In 
addition to the estimated $150 an- 
nual property tax already discussed, 
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B will also have certain expenses 
like depreciation, repairs, water 
bills, etc., which will partly offset 
the fact that he has no rent to pay. 
Many people who have closely fol- 
lowed the real estate business state 
as an empirical rule that such ex- 
penses will normally average about 
50 per cent of the gross rental that 
residential property will yield. Ap- 
plying this rule, half of the $1,200 
gross rental for a similar house, or 
$600, would be the imputed net 
monetary value of B’s real income 
from using his own home. This just 
equals the $600 interest that A 
receives from his $12,000 first 
mortgage. 

At this point, the reader will 
doubtless have thought of numerous 
arguments against imputing $600 as 
the net rental value of B’s home. It 
is the very multiplicity of possible 
reasonable exceptions to any form- 
ula for imputing money values to 
real incomes that causes our income 
tax laws to refrain from attempting 
to tax the rental value of homes oc- 
cupied by their owners (or the use 
value to the owner of any con- 
sumer’s durable goods, for that 
matter). Because of this practical 
difficulty, it is not recommended that 
the income tax laws be amended to 
include the imputed monetary value 
of such real income. The adminis- 
tration of personal income taxes is 
sufficiently complicated already. 

Nevertheless, one definite, positive 
recommendation can be _ made, 
namely, that the homeowner be de- 
nied the right to claim the property 
tax on his. home as a deductible 
personal expense in arriving at his 
net income. If the homeowner 


should rent his home to someone 
else or if anyone is in the business 
of renting his real estate to others, 
then the property taxes such persons 
pay are business expenses and 
should quite properly continue to be 
deductible expenses in arriving at 
net rental income. The recommended 
change would only be to disallow 
the claiming of a property tax as a 
deductible personal expense when 
levied on property used by the 
Owner as a consumer good. The 
purpose of this recommendation is 
to cause the burden of the personal 
income tax to fall with more nearly 
uniform severity on the homeown- 
ing class and the renter class. 

This proposal should not cause 
any appreciable increase in the ad- 
ministrative problems of the in- 
come tax. It should have the effect 
of removing the advantage that a 
homeowner may enjoy if he uses the 
long method of income tax compu- 
tation, whereby the property tax 
swells the total of allowable item- 
ized deductible expenses above the 
average 10 per cent automatically 
allowed by the short method’s tax 
table. In the hypothetical compari- 
son of A and B, it was shown that 
B, the homeowner, made a tax sav- 
ing of $32.50 by use of the long 
method. In Arizona, the proposal to 
disallow property taxes as deduct- 
ible personal expenses would thus 
remove 22 per cent of B’s $147.88 
tax advantage. 

Since homes are seldom purchased 
on an outright cash basis, but are 
financed to some extent by borrowed 
funds, homeowners will usually 
have another deductible personal ex- 
pense in the form of interest paid 
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on the mortgage (or note) on thei 
home. Renters, again, will have n 
comparable deductible expense, al 
though their rent will usuall! 
include an interest return 0) 
their landlords’ investments. Cons 
quently, the same argument mighy) 
be advanced about interest dedu 
tions as was advanced in the cas} 
of the property tax. Homeowner 
might be denied the privilege 0 

charging off interest on the unpaid 
balance of the cost of their owr 
home as a deductible expense whicl 
could assist them to get a tax sav 
ing not available to renters unde? 
the long method of income tax re: 
turn. Such a plan would remove th 
advantage taxwise that homeowner: 
with mortgages on their homes have 
over renters, but it would place 
such owners at a disadvantage it 
comparison with the more fortunate 
homeowners who own their homes 
in fee simple. Until some admin: 
istrable plan for taxing the ne 
rental value of owner - occupied 
homes can be found, it is not recom; 
mended that the interest on mort} 
gages on owner-occupied homes be 
disallowed as a deductible personal 
expense for income tax purposes. | 

Although no simple workabl 

solution is herein offered to mi 
problem of imputing a net rental 
money income to owner-occupiec 
homes, some conclusions can be 
drawn concerning what will happer 
in the absence of such a solution 
The income tax advantage tha 
homeowners have will no doubt it 
time be more fully recognized anc 
will lead to greater home owner 
ship, in the absence of more power 
ful offsetting factors. This result i 


certainly desirable although the 
means for achieving it are un- 
planned, haphazard, and probably 
unintentional. Potential homeowners 
will certainly recognize that, when 
_ they purchase a home, they also 
_ purchase a sizable income tax ad- 
; vantage at the same time. If, as a 
- result of this, the prospective home- 
4 owners feel they can bid a higher 


tax advantage will be capitalized 
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structed and sold as a result of the 
income tax advantage to home- 
owners, there will tend to be less 
competition for homes among those 
who remain in the ranks of the 
renters, which should ultimately 
have a softening influence on rental 
rates. These two economic forces 
will ultimately tend to lessen the 
homeowner’s income tax advantage, 
but that advantage can be consider- 
able so long as the income tax rates 
and personal exemptions remain as 


_ price for a home than they other- 
_ wise could, some of their income 


_ away. Also, if more homes are con- they are at present. 


_ New Business Enterprises. — Small business enterprises having limited 
_ manpower and financial resources have always faced special problems and 
_ risks, and these have increased with the rising burden of taxes and the 
_ growing multiplicity of laws and regulations. Present income taxes absorb 
_ such a large share of current earnings that little is left for financing growth 
_ and expansion, while the payment of inheritance taxes upon the death of the 
_ principal owner may force the liquidation or sale of a business. The constant 
turnover in the business population, with an average of about one-fifth of the 
total number of active concerns withdrawing each year, represents chiefly 
the sales of businesses to other persons or corporations, which far outnumber 
the failures and forced liquidations, as the withdrawals are usually more than 
offset by new firms started, and by new ownership, the total number of busi- 
ness enterprises normally tends to increase.— From the July letter of the 
National City Bank of New York. 


- Suggested Brakes.— The Government on its part should reduce Federal 
expenditures and release surplus employees for work in industries and on 
farms, and thus increase production. Despite the obstacle of rising living 
costs, the sale of Government bonds to individuals should be carried on 
with renewed vigor. This would not only keep money out of the spending 
stream but would also replace the holding of Government securities by 
banks, which is inflationary. Aid to Europe should be financed out of tax 
~ revenues as this would tend to offset in some degree the inflationary in- 
fluence that stems from a huge volume of exports.— From New England 
_ Letter (First National Bank of Boston), September 30, 1947. 
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y7-S\XCESSIVE wartime profits were 
IE easy to earn but hard to re- 
tain—they were largely a 
mirage. Renegotiation recoveries 
and taxes removed the bulk of these 
earnings; termination losses since 
VJ Day and reconversion costs — 
including those of strikes— have 
taken much of the remainder. 

This does not mean in any sense 
that business enterprise engaged in 
war production was bankrupted by 
the war. On the contrary, many 
small and marginal enterprises were 
able to get a firm business foothold 
for the postwar period. Well-estab- 
lished companies have consolidated 
their dominant position and will en- 
joy a sellers’ market for some years 
as the result of a vast backlog of 
unsatisfied demand for all types of 
producers’ and consumers’ goods. 

Although the percentage of profit 
retained, after taxes, was compar- 
atively small, the dollar profit was 
considerably greater than that en- 
joyed during the prewar period 
from 1936 to 1939 inclusive. The 
return on net worth for the war 
years was amazingly high in many 
instances, partly because renegotia- 
tion was concerned with percentages 
to sales before taxes rather than 
with careful consideration of the 
earnings on net worth. 

It is reasonable to say that war 
contractors generally received a 
generous reward for an outstanding 


production job. They were further 
immunized against the effect of 
losses during the war, and for two 
years thereafter, by the carry-for+ 
ward and carry-back provisions of 
the Internal Revenue Code. In addi-. 
tion, companies which expanded war | 
facilities could obtain Certificates of | 
Necessity and write off substantial _ 
amounts for renegotiation and tax 
purposes. Many of them now own 
new plants and/or machinery that 
have been completely paid for out 
of operations in the war period. 
Others constructed for the govern- 
ment facilities which they now hope 


- to acquire at a moderate figure. 


In. 1942 and early 1943 few com- 
panies were able to maintain equip- 
ment properly while operating on a 
three-shift basis. Subsequently, how- 
ever, plants and equipment were re- 
built out of current charges to 
maintenance and repairs. Large 
quantities of both regular and 
special tools, as well as supplies, 
were still on hand when the war 
ended, although such items may not 
have been inventoried under custo- 
mary accounting procedure. 

Especially in the case of small 
firms and so-called “war babies,” 
profits were further obscured by 
salary increases. It was not at all 
uncommon for a closely held cor- 
poration to increase the salary of 
its major officers (and owners) from 


$5,000 or $10,000 to $40,000 or $50,- 
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00, and sometimes even more. If a 
“prewar agreement, which tied the 
salaries to sales or profits, had been 
entered into between the officers and 
the corporation, these inflated sal- 
_ aries were usually considered by the 
_ Bureau of Internal Revenue to be 
costs allowable for tax purposes and 


_ were also allowed in renegotiation. 


Other profits were hidden by out- 
right financial manipulation, legal 
_ and otherwise. Although the multi- 
- tudinous restrictive laws have re- 
duced financial manipulation to a 
minimum, some new form is con- 
trived whenever large profits are 
at stake. 

Two especially interesting exam- 
ples of financial maneuvering which 
came to the writer’s attention in 
connection with statutory renegotia- 
tion constitute the major subject 
matter of this article. 


Case I 


Company A was incorporated in 
May, 1936, with an original au- 
thorized capitalization of 2,000 
shares of $10 par value stock, of 
which 735 shares were issued at the 
time of incorporation. Operations 
of the company did not provide 
sufficient funds for expansion, and 
more stock was therefore issued 
each year up to the close of 1940, 
when all shares were outstanding. 

The contractor was organized to 
manufacture tools, dies, jigs, and 
fixtures; and it operated in rented 
quarters through 1940. Gross fixed 
assets amounted to only $17,000 at 
the close of that year, having in- 
creased from $9,000 in 1936. Sales 
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were less than $50,000 for any 
single year through 1939 but in- 
creased to $98,000 in 1940, with a 
resulting net profit of $5,800 in the 
latter year after a payment of $16,- 
650 in administrative salaries to the 
company’s three officers (double 
the amount paid in 1939. 

With the start of war business in 
1941 and the beginning of mass pro- 
duction of gun parts, the firm 
showed the rapid expansion char- 
acteristic of tool and die shops in 
the Detroit area during the war pe- 
riod. Sales for that year were 
$642,000, with a net profit, before 
taxes, of $121,000. Salaries of the 
three officers previously mentioned 
had been increased to $55,000, in ad- 
dition to payments of $18,000 to the 
factory supervisor (one of the 
original founders) and $19,000 to a 
sales manager. Gross fixed assets 
were increased to $71,000 at the 
close of the year by the construc- 
tion of a building at a cost of $32,- 
000 and the acquisition of additional 
machinery totaling $22,000. 

Early in 1942 the contractor be- 
came the sole supplier of an essen- 
tial tank part for a major automo- 
bile company. Sales expanded from 
$96,000 in January to $425,000 in 
August, and aggregated $1,702,000 
for the eight months, with a profit 
of $715,000, or 42 per cent of sales, 
before any provision was made for 
taxes, depreciation, sales commis- 
sions or sales salaries, and after 
deducting only $18,000 of officers’ 
and office salaries. 

The volume of business increased 
further during the remainder of 
1942, rising from $551,000 in Sep- 


tember to $783,000 in December. 

Total sales for the year were $4,- 
456,000, and a net profit of $2,053,- 
000, or 46.1 per cent of sales, was 
realized (before renegotiation and 
taxes) despite price reductions in 
excess of $2,000,000 claimed by the 
company. Salaries and commissions 
paid to executive personnel totaled 
$251,000 for the year, as compared 
with $92,000 for 1941. 

Renegotiation of 1942 business 
was a severe shock to the company 
since the cost to the firm was $530,- 
000, leaving a retained profit of only 
$44,000. 

Sales for 1943 totaled $4,638,000 
and were somewhat less profitable 
than in 1942, although profits did 
amount to $1,441,000, or 31.1 per 
cent of sales. Approximately one- 
third of the decline in profit resulted 
from price reductions whereas the 
balance reflected increasing costs. 
A new owner who acquired the 
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stock in May, 1943, has indicated 
that, at the time of purchase, pro- 
duction rejects were running as high| 
as 50 per cent and that the tank: 
parts produced were not inter-- 
changeable. A considerable amount | 
of engineering and reorganization | 
was, therefore, required. Statutory’ 
renegotiation for 1943 again re- 
moved the bulk of the company’$ 
profit, or a total of $308,000, after. 
a deduction of the regular tax 
credit. The company, however, actu- 
ally had only a small amount of tax. 
credit, since it had filed income tax | 
returns after deducting a renegotia-_ 
tion reserve of $1,000,000. 

The year 1944 constituted an 
anticlimax so far as Company A. 
was concerned, since sales declined 
more than 50 per cent from the 
preceding year and aggregated only | 
$2,164,000. The operating profit 
amounted to $191,000 before a pro- 
vision of $329,000 for interest on 


EXHIBIT 1 
Company A. STATEMENT OF INCOME 
(000 omitted from dollar amounts) 


Year Ended Dec. 31 


1944 1943 
So AS eee $2,164 $4,638 
Cost of Goods:Sold......... 1,815 3,031 
Selling Expenses............ 7 24 
General and Administrative 
BEEPENSES <1. cas beso - 151 149 
Operating Profit.......... 3 191 $1,434 
Other Expenses (or Income).. 329 7s 
Net Profit before Taxes.... ($138) $1,441 
Percentage of Net Profit to 
i See eS eerie 31.1 
Federal Income Taxes (Net)... ..... $1,042 
Net Income after Taxes... ($138) $ 399 
Cost of Renegotiation.......  ..... 308 


Net Income after Taxes and 


Renegotiation........ ($138) $ 91 


8 Months Year Ended Average 
Jan.-Aug. Dec. 31 1936- 
1942 1942 1941 1940 1939 
$4,456 $1,702 $642 $98 $31 
2,070 965 416 a2 29 
1838 23 20 oa 1 
144 ad 84 20 2 
$2,059 $714 $122 $6 ($1)> 
6 te Bien se ig 
$2,053 $715 $121 $6 ($1) 
46.1 42.0 18.8 6.1 
$1,479 $575 $ 86 $i te 
$ 574 $140 35 $5 ($1) 
530 SPs at = Ee 
$44 SS FOSS: ($1) 


* Includes commissions of $88,000 and factoring charges of $35,000 disallowed in 1942 rene otiation. 
Primarily because of these disallowances, the profit after renegotiation and taxes for 1942 is Nees than 


half that for 1943. 
> Figures in parentheses represent deficits. 
¢ Other income. 
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yack taxes and write-off of inter- 


company loans. 


A summary of the expansion and 


_ contraction of sales and profits of 


the company is shown in Exhibit 1. 


An analysis of the exhibit indi- 


cates that for the period from 1936 


_ through 1944 total profits after re- 
_ negotiation and taxes amounted to 


only $33,000, as compared with 


; _ withdrawals of one sort or another 
_ totaling approximately $1,500,000. 


This company has differed from 
countless other war firms, which 


have expanded rapidly and subse- 
quently contracted, in having such 
excessive withdrawals. 

Financial manipulation depleted 


_ the assets of the corporation in 
_ both the latter part of 1942 and the 


first half of 1943. Fixed assets had 
been expanded materially in the 
earlier year with substantial addi- 
tions to both the building and ma- 


-chinery accounts. On August 15, 


1942, the Board of Directors passed 
a resolution recommending the re- 


_ appraisal of these assets. Pursuant 


to this resolution the land, buildings, 


-and machinery were revalued. Ma- 


_ chinery was increased in value from 
$140,000 to $316,000 and other as- 
_ sets were likewise advanced so that 
_ total fixed assets were written up 


from a cost of $182,000 to an ap- 


_ praised value of $395,000.’ 


* This appreciation was later reduced to 


- $183,000 in the formalized appraisal 


made by an engineering appraisal com- 


_ pany in March, 1943, and applied retro- 


actively to December 31, 1942. It should 


be noted that the contractor acquired 
the bulk of its asests during 1941 and 
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1942 when ceiling prices were in effect, 
but such ceilings were apparently ig- 


- nored by the appraisal company in de- 


in 


q 
- 


termining cost of reproduction. 


After giving effect to this appre- 
ciation of assets by $213,000, the 
total book value of the stock at 
August 31, 1942, according to the 
company’s balance sheet, was $385,- 
000, or $197.50 per share. As of 
September 24, 1942, approximately 
28 per cent of this stock was held 
by each of the three major officers, 
all of whom were directors; the 
rest by five other persons. 

Control of the corporation was 
acquired on September 25, 1942, by 
a Mr. S, a professional promoter 
and financial reorganizer active in 
the Detroit area for the past twen- 
ty-five years. Using means that were 
unorthodox, to say the least, he was 
able to negotiate the deal at an 
immediate profit with no investment 
of his own. 

Records of the transaction are in- 
complete and only meager details 
are available as to the precise 
method used but, according to the 
minute book of the company, a 
special directors’ meeting was held 
on September 25, 1942, to authorize 
the purchase by the corporation of 
all but 10 shares of the outstanding 
stock at a price of $300 a share. 
Pursuant to this authorization, the 
corporation immediately repur- 
chased 1,990 shares of its own cap- 
ital stock from the stockholders at 
the $300 a share price, which was 
clearly in excess of the book value, 
the total cash cost being $597,000. 
Mr. S received a commission of 10 
per cent, or $59,700, from the stock- 
holders for managing the transac- 
tion and acquired the remaining 10 
shares for $3,000. New officers and 
directors were elected to serve out 
the rest of the term. 
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As part of the purchase of its 
stock, the corporation also agreed to 
pay to the three major stockholders, 
who were then officers and directors, 
a sum of $480,000 (representing 4 
per cent of unfilled orders placed 
with the company during 1942) to 
be paid as the orders were billed. 
Commissions paid under this agree- 
ment totaled $88,080 in 1942 and 
$87,090 in 1943. The present man- 
agement, which acquired control 
from Mr. S in May, 1943, continued 
to pay commissions for a time, but 
later discontinued them. The mat- 
ter is still in dispute as to whether 
the commissions represented a part 
of the consideration to be paid by 
the corporation for its stock or were 
strictly commissions on orders pro- 
cured by the former officers during 
their tenure in office. Although these 
commissions were paid only to the 
officers and not to the other stock- 
holders, a claim is broached by one 
group that the original purchase 
price was to have been approxi- 
mately $1,000,000 but that Mr. S 
obtained the officers’ acceptance of 
approximately $600,000 in cash, with 
the balance to be paid as sales were 
consummated. 5 

The commissions were disallowed 
in the 1942 renegotiation and were 
not claimed for either renegotiation 
or tax purposes in 1943, since the 
present owners considered such pay- 
ments to be a part of the original 
purchase price and not for services 
rendered. In any event, neither these 
commissions nor those paid to the 
sales manager, who apparently ob- 
tained the majority, if not all, of 
the orders, appeared in the income 
statement as of August 31, 1942. 
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Since the assets were expanded 
entirely from earnings the working — 
capital position was mever very 
strong, and the depletion of cash by © 
$597,000 materially weakened the 
current position. It became neces- 
sary to borrow money from a De- 
troit bank. Additional funds were 
also obtained from, and the ac-_ 
counts receivable were factored! 
with, a concern in which Mr. S was 
reported to be, or had been, finan- 
cially interested. Factoring charges 
of $35,000 paid that company were | 
not allowed in renegotiation. 

Mr. S continued to hold all the — 
outstanding stock until May, 1943. 
During this period the treasury — 
stock was retired and the 10 shares 
of stock outstanding were replaced | 
by 2,000 shares of no par stock 
having a stated value of $50 a share. 

On May 13, 1943, the 2,000 shares 
of stock were sold by Mr. S to a 
Mr. C, acting as trustee. To finance 
the transaction Mr. C,.as trustee, 
borrowed $700,000 from a financing 
organization and immediately re- 
borrowed the same amount from 
Company A to cover this loan. The 
financing company received $25,000 
for the use of the money for two 
hours. The legal talent engineering 
the deal obtained $25,000, and Mr. 
S received $650,000 of funds imme- 
diately — but indirectly — from the 
corporation. 

Mr. C individually purchased only 
57 shares of the stock; a corporation 
whose stock was owned by him 
purchased 585 shares; and the rest 
was reacquired by Company A at 
$350 a share. The affiliated company 
gave a note for its stock, and $60,000 
of payments by it in connection with 


intercompany transactions was cred- 
- ited against the note. In addition to 
the affiliated company, which pur- 
chased the majority of outstanding 
stock, Mr. C also owned an engi- 
" neering company, to which Company 
_ A had loaned $33,000 on December 
_ 31, 1943, and a screw machine com- 
pany which he acquired in Septem- 
_ ber, 1943, by means of a loan of 
$95,000 from Company A. These 
loans had been closed out at the end 
of 1944 either as bad debts, in the 
case of the affiliated parent company 
which lost money throughout 1944, 
_ or through tax money, in the case 
of the screw machine company. 
The manipulation of the com- 
pany’s corporate structure and the 
removal of cash left the business 
- in a deplorable condition. Capital 
and surplus of $184,000, recorded 
at December 31, 1944, were fictitious 
amounts, in view of the inclusion 
in assets of large claims against 
those who originally withdrew the 
funds. Not only was the company 
in an insolvent condition, but the 
current position at the close of 1944 
was also precarious with a deficit 
of $1,806,000 in working capital. 
Only because the company produced 
vital war material was it able to 
continue in operation, and-the Bu- 
reau of Internal Revenue has now 
filed a tax lien of more than $1,000,- 
000 against it. Three former stock- 
holders are suing the company for 
the balance of the $480,000 of al- 
leged commissions, and in this con- 
nection $120,000 in cash is in a 
garnisheed bank account. A counter- 
claim of $772,000 has been filed by 
the corporation against its former 
stockholders, alleging not only that 
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the amounts previously paid as com- 
missions had been. paid illegally but 
that the former stockholders also 
withdrew corporate funds by the 
same means in the original rea 
of treasury stock. 

The outcome of the case is still 
highly uncertain. There is no ques- 
tion that the original purchase of 
treasury stock removed $597,000 
from the company. Commissions of 
$175,000 were actually paid, and the 
corporation obligated itself for pay- 
ment of an additional $305,000. In 
1943 the treasury was raided for 
another $700,000 and the principal 
beneficiary was Mr. S. To the lay- 
man it would appear that the di- 
rectors and stockholders have not 
acted in good faith with respect to 
the above transactions. Whatever 
the outcome, the agency most likely 
to lose is the one having the prin- 
cipal stake in the corporation — the 
United States government. 


Case II 


Company B was originally in- 
corporated under Michigan laws in 
February, 1933, with an authorized 
capitalization of 250,000 shares of 
stock having a par value of $5 a 
share. On September 30, 1943, 
there were 171,675 shares outstand- 
ing, with a paid-in surplus of $2,- 
152,000. All the stock was held by a 
parent holding company, the sole 
function of which consisted in hold- 
ing the stock of Company B. 

The company was organized to 
manufacture electric furnace steels 
and originally intended to develop a 
new method of centrifugal casting 
which would permit economical op- 
eration on a small scale in competi- 
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tion with larger and more costly 
plants. Equipment was purchased 
and considerable amounts of time 
and money were expended, but the 
process could not be put on an eco- 
nomically competitive basis. The 
effort was, therefore, abandoned in 
1935, and the company then began to 
produce cold drawn bars and cold 
rolled strip from billets purchased 
in a semi-finished form. 

Experimentation in steel produc- 
tion was continued in an attempt to 
manufacture electric-furnace free- 
cutting steels (chiefly of the Bes- 
semer type) for the cold-drawn-bar 
steel market, but the company sus- 
tained losses in this venture. 

An engineering survey was con- 
ducted in 1936, and it was recom- 
mended that the company’s plant be 
redesigned to produce alloy steels. 
The change-over was made during 
the following three years, and by 
1942 the company had attained an 
annual production of 168,000 tons 
of high-grade alloy steel (with no 
carbon steel), as compared with 
62,000 tons of medium carbon steel 
(and no alloy) in 1936. 

The present yearly capacity of 
the melt shop is approxiniately 175,- 
000 tons of high-quality steel; this is 
higher than the officially rated ca- 
pacity because the management has 
been able to increase heats of its 
two furnaces from 50 tons each to 
nearly 65 tons. Profits have been 
increased, not only through an ex- 
panded volume and greater effi- 
ciency, but also because of the shift 
to production of the more profitable 
alloy steels. The average price per 
ton of steel produced in 1936 was 
$57, compared with $150 in 1944, 


and the high quality of the com- 
pany’s aircraft and bearing steel 
has been attested by its major cus- 
tomers. The efficiency of its opera- 
tions, as compared with that of. 
competitors, is evidenced by the 
melting of more steel per furnace 
heat in a shorter period with less 
idle time between heats. a 

Before the completion of 1942) 
renegotiation in the fall of 1943, the 
contractor had been arranging a 
consolidation and exchange of stock 
with another steel company which | 
had a larger plant capacity but a 
poor record of earnings. This ex- 
change was to be effected on a 
basis favorable to Company B with | 
its smaller investment but higher 
current earnings. Renegotiation in- 
terfered with the projected merger 
since it removed more than 45 per 
cent of the corporation’s earnings 
after taxes, leaving an income ap- 
proximately equal to that provided 
as a postwar reserve. 

Shortly after the conclusion of 
1942 renegotiation, the plant, equip- 
ment, inventories, and certain other 
assets, as well as the name and op- 
erating personnel, were transferred 
to Company B-1, an investment sub- 
sidiary of a large investment trust. 
The sale of these assets entailed a 
book and tax loss of $1,925,000 on 
the part of Company B. It was con- 
sidered to be an arm’s length trans- 
action for renegotiation purposes, 
since the owners of the holding com- 
pany controlling Company B had no 
financial interest in the investment 
trust and signed affidavits designed 
to preclude them from reacquiring 
a direct or beneficial interest in the 
assets for at least two years. 


tion at such a substantial “loss” was 
“primarily a tax deal. The principal 
‘stockholder of the holding company 
he father of Company B’s presi- 
dent) was advanced in years; he 
decided that it would be advisable 
to convert his holdings into a more 
liquid position. Such a _ disposal 
_ seemed plausible, since the assets of 
_ the company had been acquired over 
a number of years at bargain prices 
and would be revalued upward for 
_ estate and inheritance tax purposes. 
In fact, an appraisal by an engineer- 
ing firm in May, 1943, had already 
set $9,300,000 as the estimated re- 
placement cost (new) of such a 
_ plant and equipment ready for op- 
eration at a capacity of approxi- 
_ mately 180,000 tons yearly. This 
would represent an annual net ton 
capital cost of less than $52 and 
* was considered to be a very con- 
_servative figure for a plant of this 
nature, though more than two and 
one-half times the gross book value 
_ of the corporation’s fixed assets. 
_ Since the burden of the loss could 
be taken for book, and presumably 
for renegotiation, purposes an im- 
_ mediate sale appeared to be a rather 
effective means of liquidating the 
investment without impeding the 
production of war materials. In- 
_ventories were sold at cost and the 
plant and equipment were sold for 
$650,000, representing a net book 
loss of the aforementioned $1,925,- 
000. The entire loss has been esti- 
“mated to be allowable as a tax 
deduction, but only $734,000 thereof 
-was allowed in renegotiation. For 
this purpose the total loss was 
treated as additional depreciation to 


be spread over the past production 
life of the assets, with only that 
portion applying to renegotiable 
operations of 1942, 1943, and 1944 
being allowed in 1944 proceedings. 

The stockholders, therefore, suf- 
fered a net cash loss of less than 
$300,000 in disposing of nonliquid 
assets and inventories having a book 
value in excess of $4,400,000. This 
was indeed moderate in comparison 
with the situation which would have 
resulted if the major stockholder 
had died and the Bureau of Internal 
Revenue had revalued the assets at 
or near their current or replacement 
cost. A complete reorganization of 
the business would have been re- 
quired in order to pay the estate and 
inheritance taxes, endangering not 
only the working capital but also the 
continuity of operations. 

Company B-1 (the successor to 
the assets of Company B) had an 
unusually large invested capital tax 
base, and its parent investment trust 
filed tax returns on a consolidated 
basis. Thus, the operating gains of 
Company B-1 could be offset against 
investment losses of other subsidi- 
aries. As a consequence, the total 
taxes levied on $1,292,000 of earn- 
ings (after renegotiation) during 
the nine-month period ending June 
30, 1944, amounted to approximately 
$300,000, or 23 per cent, as com- 
pared with a net tax of 72 per cent 
levied against Company B (and 
Company B-2 discussed below). The 
investment trust, therefore, actually 
realized an operating net income of 
approximately $1,100,000 for a nine- 
month period (after both taxes and 
renegotiation) on an investment of 
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$2,500,000, plus working capital, by 
its operating subsidiary. 

-A new corporation, Company B-2, 
with the same name as Company 
B-1, was incorporated under the 
laws of Delaware in June, 1944, 
with an authorized capitalization of 
200,000 shares of common stock 
having a par value of $10 a share. 
The company began operations as of 
-July-1, 1944, on which date it ac- 
quired the plant and equipment, in- 
ventories, and certain other assets 
from Company B-1. Inventories 
were obtained at cost, but the plant 
and equipment (having an original 
cost of $3,765,000 and a net book 
carrying value of $2,440,000). were 
purchased at the same price paid by 
Company B-1l, namely, $650,000. A 
gross loss of $181,000 was sustained 
by the latter company, representing 
assets acquired during its nine 
months of ownership and taken for 
both renegotiation and tax purposes. 

Funds were obtained by the new 
company for the purchase of assets 
and acquisition of working capital 
through: (1) the issuance and sale 
to the public of 150,000 shares of 
stock (out of 200,000 authorized) at 
a price of $11.375 per share; (2) the 
sale of $800,000 of 3 per cent notes, 
payable in five annual installments 
beginning June 30, 1945; and (3) the 
issuance of $500,000 of first mort- 
gage 4 per cent bonds, due July 1, 
1956, but subject to earlier retire- 
ment through the operation of sink- 
ing-fund provisions. As an addi- 
tional protection a “VT” credit 
agreement providing for loans up 
to $2,000,000 was entered into on 
August 1, 1944, no borrowings hav- 
ing been made during 1944. 
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The new company continued the 
production of electric-furnace steelf 
and the operation of. rolling milld 
and other facilities: The productior 
of hot rolled and cold drawn bars 
represented approximately 70 pet 
cent of the output, with the remain4 
der made up of billets. 

Exhibit 2 presents a comparative 
statement of income for compa 
B (and successors) from 1936 on. — 

The situation of Company B- 
differs from that of Company A) 
in that the postwar outlook for th 
former appears to be reasonably, 
good; the rise in the market price of 
its stock bears out this conclusion. 
Its wartime customers for high-: 
grade alloy steel continue to be its 
postwar customers for gear, bear-. 
ing, and forging steel. In addition, 
the company can be readily equipped 
to produce stainless steel. 

The property and plant assets} 
were acquired on favorable terms, 
having cost only $683,000, or $4 per 
ton of ingot capacity, whereas the 
latest engineering appraisal (1944) 
set $5,000,000 as a conservative book 
value for these assets. This low cost 
of assets will mean a smaller de- 
preciation charge and a better com- 
petitive position, although additional 
capital will be needed in the future 
to replace the present equipment 
since reinvestment of yearly depre- 
ciation will be inadequate. 

An unfavorable element in the 
picture is the highly competitive 
condition of the industry, in which 
contractor B-2 is a mere pigmy, and 
this competition will be intensified 
by the expansion of the nation’s 
electric-furnace capacity from one 
and a half million tons in 1938 to an 
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B-2 Company B-1 
July1-  Jan.1- Oct. 1- - Jan. 1- Company B Average 
Dec. 31 June 30 Dee. 31 Sept. 30 Year Ended Dec. 31 1936- 
1944 1944 1943 1943 1942 1941 1940 1939 
iis Geo HOE IEE ees $5,937 $7,152 $3,700 $11,607 $14,952 $10,605 $5,825 $3,174 
Sisk Pub unis 4,560 5,556 2,871 8,434 10,405 8,740 5,076 2,964 
eels) aioe avs 171 184 96 280 323 299 213 83 
sy espace 162 122 83 205 233, 156 96 weed 
__ Operating Profit....... $1,044 $1,290 $ 650 $2,688 $3,991 $1,410 $ 440 $ 68 ~ 
Other Deductions (Net). 26 183 OS 287 54 105 67 75 
Net Profit before *Taices $1,018 $1,107 $ 650 $ 501 $3,937 $1,305 $ 373 ($7)> 
Federal Income Taxes 
‘ (ONES) pata Sees 737 232 71 258 2,834 721 as 1s 
~ Net Income after Taxes $ 281 $ 875 $ 579 $ 243 $1,103 $ 584 $ 300 ($8) 
Cost of Renegotiation.... 63 205 178 216 504 0 0 0 
Net Income after Taxes 
and Renegotiation.. $ 218¢ $ 6709 $ 4014 $ 27¢ $ 599 $ 584 $ 300 ($8) 


® Exclusive of $175,000 of income from dividends and sales of securities. 

b Figures in parentheses represent deficits. 

© Tax return basis. 

¢ Exclusive of $1, 681,000 of income from operations in securities. 

© After allowance i in renegotiation of $734,000 of a gross loss of $1,925,000 incurred in the sale of plant 
and other assets. 


estimated six million tons at the ture were then written off over a 
present time. Considering the com- two-year period as leasehold im- 
pany’s location, its good labor rela- provements. Excessive salaries were 
‘tions, and its unusual efficiency, how- also paid, all sorts of capital items 
ever, its position seems favorable. were charged to expense, and ma- 
chinery was rented at a ridiculously 
Conclusion high price from another corpora- 


tion owned by the same interests. 
When such items as these escape 
taxation, total war profits prove 


The foregoing analysis of the ac- 
tivities of Companies A and B has 


illustrated only two of the methods Bit Aa Cer heeantiall than aehiee 
whereby corpotate profits have been recorded in published reports. It is 
siphoned away from the Federal not altogether clear, however, that 
government. An odd assortment of industry in general profited unduly 
agreements has been made by per- from the war. When the outstanding 
sons who were not dealing at arm’s productive contribution is balanced 
length, and personal expenses have against the net income after taxes, 
sometimes been charged to travel the conclusion is inevitable that, in 
and entertainment accounts. comparison with the total cost of the 

One corporation, controlled by its war, profits (even including appur- 
president, leased a building from his tenances classified as costs) were 
wife. Extensive new additions which not sufficiently excessive to be clas- 


. . . ‘ ” 
cost more than the original struc- sified as “unconscionable. 


Pricing Policies Under 
Federal Laws. II 


C. C. Curtis 


Division of Business Law, University of Illinois 


The Sherman Act 


HE former article had to do 

I mainly with price fixing under 

the provisions of the Robin- 
son-Patman Act, which concern the 
seller only when he acts independ- 
ently and alone, and not when he 
is acting in combination with others. 
- The Sherman Act, on the other 
hand, makes illegal “every contract, 
combination in the form of trust or 
otherwise, or conspiracy, in restraint 
of trade or commerce among the 
several states or with foreign na- 
tions.” 

Under this act, all price-fixing 
practices in combination with other 
competitors are illegal. It is the 
contract, the combination, or the 
conspiracy which is made unlawful. 
It is not necessary that these prac- 
tices result in actual injury to com- 
petition. It is not a defense that the 
prices resulting are reasonable, or 
in fact even that there is a reduction 
in price. It makes no difference that 
such contract, combination, or con- 
spiracy is ineffective in its results. 
It is immaterial whether the parties 
thereto have actually attempted to 
put their plan into operation. It is 


* This second of two articles deals with 
provisions of the Sherman Act and other 
fair trade laws; the first, which was 
published in the August 25th issue, dis- 
cussed the provisions of the Robinson- 
Patman Act. 
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enough that there is a contract, com4 
bination, or conspiracy in restraint 
of trade or commerce among th 
several states or with forei 
nations. 

The United States Supreme Cour 
stated in the American Tobacco 
Company case, a decision rendered: 
in June, 1946: “A correct interpre- 
tation of the statute and of the au 
thorities makes it the crime of mo 
nopolizing under . .. the Sherman 
Act, for parties . . . to combine or 
conspire to acquire or maintain the: 
power to exclude competitors from) 
any part of the trade or commerce 
among the several states or with 
foreign nations, provided . . . they 
are able, as a group, to exclude 
actual or potential competition ... 
and provided that they have the 
intent and purpose to exercise that 
power. ... It is not the form of 
the combination or the particular 
means used but the result to be 
achieved that the statute condemns. 

“Tt is not of importance whether 
the means used to accomplish the 
unlawful objective are in themselves 
lawful or unlawful. Acts done to 
give effect to the conspiracy may 
be in themselves wholly innocent 
acts. Yet, if they are a part of the 
sum of the acts which are relied 
upon to effectuate the conspiracy, 
which the statute prohibits, they 
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me within its prohibition. No 
rmal agreement is necessary to 
onstitute an unlawful conspiracy. 
Often crimes are a matter of in- 
ference deduced from the acts of 
e€ person accused and done in pur- 
ance of a criminal purpose. When 
e conspiracy is proved... from 


the evidence of the action taken in 


“concert by the parties to it, it is all 


_the more convincing proof of an in- 


tent to exercise the power of ex- 


clusion acquired through that con- 
spiracy. The essential combination 
or conspiracy in violation of the 


x 


Sherman Act may be found in a 
course of dealings or other circum- 
stances as well as in any exchange 
of words. ... Where the circum- 


stances are such as to warrant a 
jury in finding that the conspirators 
had a unity of purpose or a com- 
mon design and understanding, or a 


“meeting of the minds in an unlaw- 


ful agreement, the conclusion that a 


“conspiracy is established is justified. 
Neither proof of exertion of the 


“power to exclude nor proof of the 
actual exclusion of existing or po- 


é 


‘tential competitors is essential to 
sustain a charge of monopolization 
‘under the Sherman Act... . 

“A combination may be one in re- 
straint of interstate trade or com- 
“merce or to monopolize a part of 
such trade or commerce in violation 
of the Sherman Act, although such 


restraint or monopoly may not have 


been actually attempted to any 
harmful extent. ... The authori- 
ties support the view that the ma- 


terial consideration in determining 


whether a monopoly exists is not 
‘that prices are raised and that com- 
petition actually is excluded but that 
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power exists to raise prices or to 
exclude competition when it is de- 
sired to do so... .” 

The law prohibits uniform list 
prices, uniform delivery charges, 
uniform quality differentials, uni- 
form grade differentials, uniform 
discounts, uniform rebates, and the 
like. 

It is doubtful whether any uni- 
form basing-point price practice, if 
two or more competitive sellers use 
the same basing points with the 
same delivered prices, can be 
deemed legal; and the same must 
be said of two or more competitive 
sellers who have uniform zone- 
pricing practices, using the same 
zones with the same delivered 
prices. 

The courts have been inclined to 
find that there is a contract, combi- 
nation, or conspiracy, if two or 
more sellers in competition have 
continued uniform pricing methods, 
with uniform prices resulting, over 
any considerable length of time. A 
seller can justify his “uniformity” 
only so far as he can show that he 
is acting independently and not in 
combination or conspiracy with 
others. Any seller has the right to 
sell at any price which he sees fit, 
so long as he meets the require- 
ments the law makes of the in- 
dividual, and so long as the decision 
he makes is his own to all purposes 
and intent, and not one made in 
combination with another seller, 
even though he is adopting the 
prices of another. 

It should be noted that what has 
been said in regard to pricing meth- 
ods under the Sherman Act ,and 
under other laws does not neces- 


sarily apply to practices under the 


Miller-Tydings Law and under the 
state “fair trade” laws, a discussion 
of which follows. 


Fair Trade Laws 


In General. The Miller-Tydings 
Law, enacted by Congress in 1937 
as an amendment to the Sherman 
Act, exempts from the operation of 
the Act and legalizes for interstate 
commerce “contracts . ... prescrib- 
ing minimum prices for the resale 
of a commodity which bears, or the 
label or container of which bears, 
the trade mark, brand, or name of 
the producer or distributor of such 
commodity and which is in free and 
open competition with commodities 
of the same general class produced 
or distributed by others . . .” when 
such contracts are valid in intra- 
state commerce under the law of the 
state in which the resale is to be 
made. Almost all the states have 
fair trade or resale price mainte- 
nance laws legalizing such contracts 
within their borders. 

Resale price maintenance agree- 
ments are illegal in Texas and Mis- 
souri; consequently, the discussion 
under this topic does not apply to 
such contracts when the resale is 
made in either of those two states. 
In Vermont, resale price agreements 
are neither expressly permitted nor 
prohibited. The common law ap- 
plies. Such contracts are generally 
considered legal in that state al- 
though their coverage may not be 
so extensive as in other states. In 
the other forty-five states resale 
price maintenance agreements are 
specifically permitted by state fair 
trade acts. 
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Neither the Miller-Tydings Lav 
nor the state fair trade laws r 
quire a producer or distributor ‘t 
enter into resale price maintenanc 
contracts even though he has : 
product which can qualify for suck 
contracts. Moreover, although h 
enters into a resale price maint 
nance contract in regard to one 0) 
his products, he is not required te 
have similar contracts for his othe? 
products which might qualify. He ii 
left to do as he pleases, just so thai 
the resale price maintenance coni 
tracts which he does make prescribe 
resale prices of products which ca 
qualify. Some states require uni‘ 
formity in the fixed prices for the 
resale of the same product through 
out their sovereignty, if once estab4 
lished. The seller may negotiate a 
resale price maintenance contract 
for one or more of his products. He 
may make such contracts for what- 
ever period he is able to negotiate in 
order to avoid price-cutting wars, 
and need not renew them unless he 
so chooses. He may enter into con- 
tracts establishing resale prices for 
retailers and not make them with 
wholesalers. He may make contracts 
with wholesalers which prescribe a 
different resale price from that used 
in his like contracts with his buyers 
at a different trade level. 

Unless prohibited by the fair 
trade law of the particular state 
coupons, trading stamps, premiums 
and other concessions may be usec 
in connection with the sale of prod. 
ucts on which the resale price has 
been prescribed by a resale pric 
maintenance agreement, if  sucl 
practices have been a part of thi 


When a reseller is bound Bye a re- 
sale price maintenance contract, he 
cannot sell for less than the fixed 
“price, nor can he offer to make sales 
elow that price. Thus, he cannot 
dvertise prices lower than the fixed 
“price in catalogs or in displays. 

_ State fair trade laws generally 
make it illegal for a group of resel- 
_lers of the same class, bound by re- 
sale price maintenance agreements, 
to combine to enforce their pre- 
scribed prices against violators. of 
such contracts, as, for example, by 
boycotting or blackmailing them. 

These laws generally have pro- 
visions to protect a producer or dis- 
-tributor who does not wish to enter 
“resale price contracts or to vary 

such contracts already made — for 

example, by provisions to prohibit 

a reselling group from combining 
to compel him to enter such agree- 
“ments with them — and to prohibit 

joint action on the part of such a 

group to force him to. establish 
such agreements prescribing prices 
which discriminate against out-of- 
state suppliers. In some state laws 
there are provisions which prohibit 
‘such a group of resellers from 
jointly boycotting a producer or dis- 
tributor who refuses to supply his 
products to those who do not ob- 
serve resale price maintenance 
agreements. 

A seller may have some protec- 
tion against resale price-cutting by 
requiring his buyers to agree, in 
their purchase contracts, not to sell 
below the prescribed resale price 
‘before offering the goods back to 
him at a stipulated price, but there 
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may be a question about the legality 
of such a provision in some states. 

Range of Prices. The Miller-Tyd- 
ings Law legalizes contracts pre- 
scribing “minimum prices” for the 
resale of a commodity, and the ma- 
jority of the state fair trade laws — 
those of some thirty states — follow 
the Federal Law.’ A reseller in 
those states bound by a resale price 
contract, although obligated to resell 
at not less than the minimum price 
prescribed, is free to sell at a higher 
price, if he is not guilty of violating 
some other Federal or state law. 

In sixteen states, the fair trade 
laws legalize resale price mainte- 
nance contracts which make the 
stipulated price the only price for 
which the product may be resold.’ 
In those states, a reseller who is 
bound by a resale price maintenance 
agreement but varies from the stip- 
ulated price may be guilty of vio- 
lating the state law as well as the 
Federal law. 


Which State Law Governs. The 
legality of a resale price mainte- 
nance agreement is governed by the 
law of the state in which the resale 
is made. It is generally held that 


1 Alabama, Arkansas, Colorado, Con- 
necticut, Delaware, Florida, Georgia, 
Idaho, Indiana, Kansas, Maine, Mary- 
land, Michigan, Minnesota, Montana, 
Nebraska, Nevada, New Hampshire, 
North Carolina, Ohio, Oklahoma, Ore- 
gon, Rhode Island, South Carolina, 
South Dakota, Utah, Virginia, West 
Virginia, Wyoming. 

* Arizona, California, Illinois, Iowa, 
Kentucky, Louisiana, Massachusetts, 
Mississippi, New Jersey, New Mexico, 
New York, North Dakota, Pennsyl- 
vania, Tennessee, Washington, Wiscon- 
sin. 


the resale is made in the state where 
title passes — that is, where the 
reseller has completed the obligation 
of crating the goods, boxing the 
goods, and other duties which the 
resale contract may have imposed 
upon him to place the goods in a 
condition for delivery to the buyer. 

If a resale is purely an intrastate 
transaction, the fair trade law of 
the state will govern. If the product 
sold is to be transported in inter- 
state commerce, then the Federal 
law and the law of the state wherein 
the resale takes place will govern. 


What Products Are Covered. 
1. The commodity. must be one 
which bears, or the label or con- 
tainer of which bears, the trade 
mark, brand, or name of the pro- 
ducer or distributor. 

2. The agreements legalized must 
be agreements prescribing prices for 
resale; thus, the product must be 
one sold, which is to be sold again 
by the buyer. The product must be 
a finished article, not one requiring 
any further manufacturing change 
or processing before being resold. 

3. The article must be one which 
is in free and open competition with 
commodities of the same general 
class preduced or distributed by 
others. Although, through many 
court decisions, the tests for deter- 
mining what is a trade mark, brand, 
and the like have become well estab- 
lished, the same cannot be said of 
“commodities of the same general 
class.” If the courts interpret the 
expression broadly, more products 
will be subject to resale price main- 
tenance contracts than if a narrow 
interpretation is taken. In case 
courts of different states differ in 
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the interpretation, the interpretay) 
tion taken by the Federal courts will) 
probably be that of the courts of tha’ 
state wherein the particular resald) 
involved is made. 

The Federal Trade Commissiot}) 
and the courts may vary from time” 
to time in their interpretation of the) 
expression “in free and open com) 
petition.” In 1944, the FTC held ' 
that Kodachrome film of the East-)f 
man Kodak Company was not a 
product “sold in free and open com-/f 
petition” with the products of others; 
and was not, therefore, a commodity} 
for which a resale price mainte-jj 
nance policy was permissible. O 
reopening the case in 1947, the Com 
mission reversed itself on substan 
tially the same evidence. 

4. The Miller-Tydings Act does: 
not legalize “any contract or agree- 
ment, providing for the establish- 
ment or maintenance of minimum 
resale prices on a commodity herein! 
involved, between manufacturers, or’ 
between producers, or between 
wholesalers, or between brokers, or) 
between factors, or between retail-: 
ers, or between persons, firms, or | 
corporations in competition with) 
each other.” That is, two manufac- 
turers, whose products compete with} 
one another, cannot legally agree: 
that they will maintain a certain re- 
sale price maintenance contract with | 
their respective distributors or re-| 
tailers. Either one, however, acting 
alone and independently of the 
other, can make a resale price con- 
tract with his own distributors, as- 
suming that his product otherwise 
qualifies him for such a contract. 
The agreement, to be legal, must 
follow a vertical pattern, such as 


hat between a seller and his buyer, 
rather than a horizontal pattern 
uch as that between two competi- 


tors of the same class, who are not 


selling the product one to the other. 


5. The Federal Act legalizes a 


_ resale price agreement when it pre- 


scribes minimum prices for the re- 
sale of the commodity involved. It 
_ does not legalize other resale agree- 
ments. Non-pricing resale contracts 


will be subject to the provisions of 
the Sherman Act and illegal, if they 
are in restraint of trade or com- 
merce among the several states or 
with foreign nations. 

If a resale price agreement con- 
tains a provision prescribing the 
minimum resale price for a certain 
product which, taken alone, would 
be legal, but which contains also any 
non-pricing provision which is in 
violation of the antitrust laws, that 
agreement will probably be declared 
illegal in its entirety. 

Who May Set Prices. The Federal 
Miller-Tydings Act does not stipu- 
late any class of seller which is to 
have the prior right to fix the resale 
price for later sales. About half of 


_ the states have no such specification 


in their own laws.’ In these states, 
presumably, any seller may fix re- 
sale prices for future sales. Prob- 
ably, the owner of the trade mark 
or brand, or a prior producer or dis- 
tributor whose name is borne by the 
product, or whose name is borne by 


* Arizona, California, Colorado, Illinois, 
Iowa, Kentucky, Louisiana, Maine, Mas- 
sachusetts, Michigan, Mississippi, New 
Hampshire, New Jersey, New Mexico, 
New York, North Dakota, Ohio, Okla- 
homa, Pennsylvania, Rhode Island, 
South Carolina, Tennessee, Washington, 
Wisconsin. 
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the label or container, has the su- 
perior right. 

In the other states which have 
fair trade laws, the right to set 
resale prices is given to the owner 
of the trade mark or brand, or to the 
person whose name the product or 
its label or container bears, or to a 
distributor whom such person has 
authorized to set such resale prices. 


Who Is Bound. The Federal Act 


has no provision stating who is 


bound by a resale price maintenance 
agreement. 

There is a general provision in 
state fair trade laws to the effect 
that, if one dealer-buyer in that 
state has entered into a resale price 
agreement, all like 
dealers of that product within that 
state are also bound, even though 
they have not individually entered 
into an agreement. Accordingly, if 
a seller wishes to fix a price for the © 
resale of his product in a state, he 
need make a resale price mainte- 
nance agreement with only one 
dealer- buyer in that state. He 
should then notify all the other 
dealers handling his product within 
that state; if he does so, they will 
have no excuse for claiming ig- 
norance of the prescribed price. He 
may give such information in his 
quotations, bulletins, and in many 
other ways. 

A producer or distributor who 
sells both to wholesalers and to re- 
tailers, and who enters into a resale 
price maintenance agreement with 
wholesalers, must himself observe 
the terms of that resale pricing con- 
tract in his own sales direct to 
retailers. 


Exemptions. The fair trade laws 
of some states exempt sales to libra- 
ries and to religious, educational, 
and charitable institutions. In such 
sales, an immediate resale by the 
buyer is not contemplated. 


When Reseller May Deviate. The 
state fair trade laws generally per- 
mit the reseller to sell below the 
prescribed price in the following 
cases: 

1. If the reseller is, in good faith, 
discontinuing his business, or if he 
is discontinuing trading in the par- 
ticular commodity, he is permitted to 
sell the product concerned below the 
fixed price. There are provisions in 
the statutes of some states requiring 
such a reseller to give a certain pub- 
lic notice of the particulars of such 
discontinuance sale; and in some 
states the statutes require the re- 
seller to give his vendor a reason- 
able opportunity to buy back the 
goods at the cost price before he 
can sell to the public at a lower 
price. 

2. A reseller may sell below the 
prescribed resale price if he does 
so without knowing what the estab- 
lished price is. A seller who enters 
into a resale price maintenance con- 
tract with a dealer in any state 
should notify all the other dealers 
handling his product within that 
state so that they will know what 
the prescribed price is. If a reseller 
has actually entered into such a re- 
sale price agreement, he will be 
deemed to know what the fixed 
price is. 

3. If the trade mark, brand, or 
name of the producer or distributor 
has been removed, or for any reason 
is no longer on the product, in some 


states it may be sold at less tham 
the fixed resale price, but the ma- 
jority of the states do not permit 
this to be done. 

4. Sales under court process are 
generally exempted by the state? 
laws. 

5. If the product has been dam-. 
aged, the reseller may sell at a, 
ears price, subject in some cases 
to the requirement of advertising its 
condition. 


False Price Advertising 


Many questions in regard to what 
constitutes or does not constitute 
false advertising remain to be set- 
tled. However, among the practices 
which the Federal Trade Commis- 
sion now particularly condemns are 
the following: 


1. Advertising a regular price as 
a special, reduced, or introductory 
price. A seller cannot state directly 
or indirectly, or imply in any way, 
that the price he advertises is a 
special price, an introductory price, 
or that it is a price below his regu- 
lar price, when there has been no 
previous regular price with which 
it can be compared, or when he in- 
tends to sell the product at the ad- 
vertised price indefinitely. 

If he has been selling the product 
for some years, and the price quoted 
is actually a price reduced from that 
which he has followed, it is proper 
to call the advertised price a re- 
duced price. A seller is, of course, 
free to advertise bona fide price re- 
ductions, for example, if he has re- 
ceived a low-priced stock purchase. 
or is going out of business, and in 
other like cases; and he is free tc 
state the reason for his reducec 


It is not permissible to raise one’s 


_ price purposely for a short time in 
_ order to advertise a new price as a 
_ reduced price, unless the new price 
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es: 


is actually lower than the former 


-tegular price before it was raised. 
Any statement implying that the 

buyer is obtaining a wholesale price 

is condemned if, in fact, the price 


_ quoted is the usual retail price. 


2. Misstating a competitor's price 


_ or the cost of operating a competi- 


_ tors product, or misstating the cost 


of operating his own. The FTC ob- 
jects to an unwarranted assertion 
which, directly or indirectly, states 
the price of a competitor’s similar 
product as higher than its true price. 
The same is true of any statement 
which overstates the cost of operat- 
ing a competitor’s product, or which 
understates the cost of operating 


_ the seller’s product. 


A seller must not misstate or in 
any way, directly or indirectly, con- 
ceal any item in the cost of operat- 
ing his own product. It is improper 
for him to say that his product costs 


less merely because its initial cost 


may be less than that of a competi- 
tor’s product, if all costs of oper- 
ating his own product are not also 
less than the similar costs in the op- 
eration of the competitor’s product. 

3. Representing goods to be “free” 
when not free. It is illegal for a 
seller to advertise as “free” any 
product if the recipient must per- 
form some service or purchase some 
other product in order to qualify 
for the “free” article. It is not 
enough that the seller’s advertise- 


ment states clearly which other 
article or articles the buyer must 
purchase or what service he must 
perform in order to obtain the 
“free” product. He cannot advertise 
any article as free unless that prod- 
uct is available to all persons with- — 
out any condition or compensation 
of any kind. 


4. Misstating value of premiums. 
So long as the price of premiums or 
coupons is not included in the price 
of the commodity being sold, a seller 
may include premiums as a part of 
sales being offered customers, or 
coupons to be exchanged for pre- 
miums, provided he does not assert 
that the premiums given or to be 
given have a higher value or market 
price than that which such products 
actually have at the time of the sale. 
It is improper to state or imply, di- 
rectly or indirectly, that the pre- 
miums given have a value higher 
than the then market price for like 
goods. 

5. Concealing conditions for lower 
prices. It is improper for a seller to 
advertise a low price for a product, 
which price is available only under 
certain conditions, without including 
in the advertisement a clear state- 
ment of all the conditions which a 
buyer must meet in order to qualify 
for the low price. 

6. Misrepresenting interest 
charges. It is objectionable for a 
seller who offers to sell on a de- 
ferred payment or instalment plan 
to represent that the interest 
charged is at a certain rate, when 
that same rate is being charged on 
the original principal throughout 
the contract period, despite the fact 


that the principal is being reduced 
during that period by the stipulated 
payments. 

7. False comparisons of quality. 
The use of false comparisons of the 
quality or grade of the goods being 
sold with the intention of deluding 
the buyer into thinking that he is 
getting higher-priced goods of a 
superior quality or grade is not per- 
missible. 

8. Concealing the true price. It 
is unlawful for a seller to quote a 
certain price for a product on his 
order blanks or in advertisements, 
when he is actually selling that 
product for a different price, re- 
gardless of whether his actual price 
is higher or lower than the quoted 
price. 

Penalties 


Federal Trade Commission. Act. 
If a person is charged with illegal 
advertising practice, the FTC may 
act upon its own initiative or upon 
the complaint of a private party, 
who claims that he is being injured 
by the illegal practice. If, on a 
hearing, the FTC thinks that the 
law has been violated, it can issue 
a cease and desist order. The of- 
fender may appeal the order to the 
courts. If the courts uphold the 
FTC, or if the offender fails to 
appeal within the prescribed time, 
the cease and desist order will be- 
come final, and each separate vio- 
lation of such final order may call 
for a fine of $5,000. The injured 
party has no remedy except to bring 


¥ 
the matter to the attention of the 
PIC. 

Cases of illegal price ‘eine in 
combination with others may violates 
the antitrust provisions of both the 
Sherman and the Federal Trade 
Commission Acts. If the proceed- 
ings are taken under the Federal! 
Trade Commission Act, the pro-: 
cedure and penalties will be the: 
same as in cases of illegal adver- 
tising. 


Sherman Act. li an illegal pricing 
practice is in violation of the anti- 
trust provisions of the Sherman 
Act, and if the proceedings against 
him are taken under that law, the 
offender, if found guilty, may be 
fined up to $10,000, or imprisoned 
two years, or both. The injured 
competitor may claim triple dam- 
ages. An injunction may also issue. 

Miller-Tydings Act and State 
Fair Trade Laws. If a resale price 
maintenance contract is one which 
is not valid under the law of the 
state wherein the resale takes place. 
and if the transaction involved was 
in intrastate commerce only, the 
procedure and penalties in the state 
court will be subject to the statutes 
of the particular state. But if, ir 
the above case, the transaction was 
one in interstate commerce, ther 
the antitrust provisions of the Sher. 
man Act have been violated, in tha 
price fixing in combination witt 
others was involved, and the pro. 
cedure and penalties in the Federa 
courts will be the same as hereto. 
fore suggested for like violations o: 
the Sherman Act. 


HE present economic condition 
of the United States farmer is, 
from several points of view, 
more satisfactory than at any other 
time since 1910 or earlier. This 
” favorable status is represented by 
high incomes, high land values, 
_ moderate indebtedness, and a high 
level of savings. It has been brought 
about by record production for sev- 
eral years and high prices which 
reflected the strong domestic and 
foreign demand. Recent investiga- 
tions by the United States Depart- 
ment of Agriculture have shown 
_ that farmers on the better farms of 
southern California, the Corn Belt, 
and the northeastern seaboard 
gained most during the World War 
II period, but living conditions of 
farmers improved in all areas. 
Gross farm income is subject to 
_ wide fluctuations; net farm income 
is still more variable, and the vol- 
ume of money remaining for family 
living is extremely variable. This 
variability results from the wide 
- fluctuations in prices of farm prod- 
ucts caused by changes in both do- 
-mestic and foreign buying power, 
the small year-to-year changes in 
the number of dollars required to 
service debts and pay taxes, and the 
slower movements in farmers’ costs 
than in their selling prices. As im- 
plied above, the farmer is, to a 
considerable extent, a victim of 
~ circumstances. 
Except by improving his efficiency 
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in production and marketing, the 
farmer can do little to offset the 
influence of a business depression. 
He cannot shut down his plant; his 
costs would thereby be reduced 
very little. His labor force is com- 
posed largely of members of his 
family. They cannot be discharged 
in order to cut operating expenses. 
Taxes must be paid; debt must be 
serviced. Food, clothing, and shelter 
must be provided for the family. 
Accordingly, farm output tends to 
fluctuate with weather conditions, 
but only sluggishly with farm 
income. 

As buyers of farm products are 
able and willing to spend more 
money for food and textiles, prices 
of farm products rise faster than 
farmers’ costs and farmers are rela- 
tively prosperous. Except as influ- 
enced by the weather and improve- 
ments in the technology of produc- 
tion, farm output changes little 
from depression to _ prosperity. 
Changes are reflected in prices. 
Variations in output caused by the 
weather cause compensating changes 
in prices if there is no change in 
consumers’ ability to buy. Incomes 
of all farmers as a group are thus 
not greatly affected by moderate 
changes in yields, but are extremely 
sensitive to changes in demand. 

As the accompanying table shows, 
prices received by United States 
farmers in July, 1947, were 276 per 
cent of the August, 1909, to July, 
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1914, level. This figure was an in- 
crease of 300 per cent over the 
index of 68 reported for the lowest 
point, which was reached in 1932. 
In 1919, after the end of World 
War I, the index stood at 215. By 
1921 it had dropped to 124. An in- 
terwar peak of 156 was attained in 
1925, and nearly equalled in 1928. 
After the 1929-1933 collapse, there 
was a gradual recovery to 122 in 
1937. The record high level reached 
in 1947 was the result of wartime 
inflation, caused by a great expan- 
sion in money incomes without a 
corresponding increase in the out- 
put of civilian goods. 

Prices of all farm products did 
not rise equally. In July, 1947, 
United States farmers received 290 
per cent more per pound for to- 
bacco than in 1909-1914. Compa- 
rable increases for other farm prod- 
ucts were: meat animals, 240 per 
cent; oil- bearing crops, 210 per 
cent; cotton, 190 per cent; food 
grains and feed grains and hay, 150 
per cent; dairy products, 140 per 
cent; poultry and eggs, and fruits, 


120 per cent; and truck crops, 90 
per cent. When comparisons were 
made with the 1935-1939 averages, 
wide discrepancies appeared. In a 
few cases these differences resulted 
from differences in volume of out- 
put, but they were more closely re- 
lated to unusual demand conditions. 

The manner in which farm in- 
comes fluctuated with farm prices 
may be noted in the following tabu- 
lation: 

Cash Farm Income 


National Average 

Year (in billions) per Farm 
TOTO eee $5.8 $ 614 
19192 eee 14.6 1,360 
1971 wise areas 8.2 460 
19295. cere ies 934 
193) 4.c6 5 ee 4.7 287 
19ST xe eee 8.8 828 
1946. Roos ee 24.5 2,470 


The income figures shown were 
supplemented by government pay- 
ments to farmers which ranged 
from one-fourth to three-fourths 
billion dollars a year from 1934 
through 1946. Cash income from 
marketings in 1946 was almost three 
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times as large as in 1937 and more 

than five times the dollar volume in 
1932. The average income of farm 
operators per farm in 1946 was 
slightly more than three times the 
1937 figure and almost nine times 
as large as in 1932. 

During the ten-year period 1920- 
1929, net income of farm operators 
averaged $5.25 billions a year. The 
average for national income was 
- $70.75 billions. For the period as 
a whole, net income of farm op- 
_erators made up 7.4 per cent of 
national income. In 1932 it ac- 
counted for 4.5 per cent of the 
total; in 1937, for 7.3 per cent; and 

in 1946, for 82 per cent. These 
variations reflect the serious effects 
of a major depression on the finan- 
cial welfare of farm people, as well 
as the gains which come their way 
as the result of wartime inflation, 
the wartime limitation on output of 
other consumers’ goods, and the un- 
usual foreign demands for foods 
caused by war’s devastation. Low 
farm incomes relative to those of 
other groups in depression periods 
led to the agitation for government 
support of farm prices and incomes. 


Farm Real Estate Values 


Prices of farm land tend to 
fluctuate with prices of farm prod- 
ucts, although a slight lag occurs. 
The lowest farm land value in re- 
cent years was reported for 1933 
after prices of farm products had 
reached their lowest level in 1932. 
In 1946, as previously noted, prices 
of farm products were more than 
four times the 1932 level, and prices 
of farm real estate were approxi- 


mately double the 1933 level. Prices 
of farm products and farm real 


estate have both risen further in 
1947. 


Farm Mortgage Debt and Taxes 


One characteristic of the period 
during and following World War I 
was the very rapid increase in farm 
mortgage debt. There was wide- 
spread speculation in farm land, 
financed to a large extent by bor- 
rowed money. Using 1910-1914 as a 
base or 100, farm mortgage debt 
per acre in the United States rose 
to 201 in 1920, then kept on rising 
every year until the peak was 
reached at 261 in both 1923 and 
1924. Part of this rise after 1920 
resulted from converting bank loans 
into mortgage debt. After 1924, 
farm mortgage debt receded but 
still was double the 1910-1914 level 
in 1932, the year when prices of 
farm products were down to only 
68 per cent of the 1910-1914 level. 
This heavy debt was a terrific finan- 
cial burden during the early 1930’s. 
Interest charges per acre in 1932 
were 185 per cent of the 1910-1914 
level and foreclosures were nu- 
merous. 

As farm real estate values rose 
during World War I, taxes rose 
almost in proportion. In 1920 taxes 
on each acre of farm land were 244 
per cent of the 1909-1913 level, and 
they continued to increase every 
year until the peak was reached in 
1929 at 281 per cent of the base 
period. Thereafter they declined 
until the low point was reached at 
178 per cent in 1934. 

During World War II, mortgage 
debt per acre declined every year. 
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In 1939 it was 145 per cent of the 
1910-1914 average. By 1946 it had. 
been reduced to 101 per cent of that 
base. Farmers finally got the farm 
mortgage debt down to the pre- 
World War I level by paying off 
the debt out of wartime farm in- 
come. This was in marked contrast 
to the behavior of farmers at the 
time of World War I and placed 
them in a much sounder position fi- 
nancially. During the past year, 
however, farm mortgage debt has 
increased somewhat. 

Interest charges per acre have de- 
clined more than farm mortgage 
debt; in 1945 they were only 79 
per cent of the 1910-1914 average. 
This decline resulted from reduc- 
tions both in the amount of debt and 
in the range of interest paid on 
that debt. 

Taxes per acre averaged about 
183 per cent of the 1909-1914 period 
during the five prewar years 1935- 
1939. In 1945 they had risen to 203 
per cent and were still climbing. 
Such a rise is characteristic of 
periods of inflation. The tax base 
(land values) rises, and the costs 
of running all kinds of local and 
state governments increase. Inas- 
much as* property taxes are the 
chief source of funds for the sup- 
port of local governments, they 
tend to increase as costs rise and 
deferred needs are taken care of. 
They decline very slowly, as com- 
pared with prices of farm products. 


Looking to the Future 


Farmers have no complaint of the 
present situation. However, they 
realize that the strength of their 
present financial position is due to 


unusual and nonrecurring events — 
at least, it is to be hoped they do 
not recur. They were unable to bu; 
everything they needed during the 
war because of scarcity of ma- 
terials. They saved their money. 
Debts were reduced to easily man- 
ageable levels, country bank deposits: 
increased, and farmers bought gov-- 
ernment bonds freely. So far they 
have not speculated in land—if' 
they bought more land they paid! 
cash or did little borrowing. They 
have not “invested” in all sorts of 
stock swindles. They remember the 
days of lower prices and expect 
prices to decline from 1947 levels. 
They have been told that prices are 
currently supported by a strong ex- 
port demand which may disappear 
on short notice. They have been 
warned that costs of manufactured 
goods which they buy may remain 
high relative to prices of farm 
products. On the whole, farmers 
have been conservative. 

But what of the future? Prices 
of most farm products will be sup- 
ported at 90 per cent of parity 
through 1948. But on July 15, 1947, 
prices received by United States 
farmers averaged 119 per cent of 
parity. On the average they could 
drop almost one-fourth before gov- 
ernment supports would become 
effective. Prices of meat animals 
and oil-bearing crops were espe- 
cially high in relation to parity. 

The level of prices of farm 
products in the future will depend 
on several factors, including do- 
mestic employment and payrolls anc 
the foreign demand. The fiscal! 
policy of the Federal government 
will affect both the domestic anc 


the foreign demand. It would take 
a supernatural ability to anticipate 
the direction and extent of the vari- 
ous forces which will affect prices 


of farm products during the next 


few years. Here are a few possi- 
bilities. 
_ The money supply will remain 
large. Retirement of that portion of 
_the Federal debt which is held by 
banks will be deflationary but, if 
the pattern of the 1920’s is repeated, 
loans to local governments and 
= business will increase as fast aS Ot 
_ faster than, government bonds held 
_ by banks are retired. Production and 
prices will both be above prewar 
- figures in view of our large volume 
_ of money and bank deposits and the 
probable level of farm and indus- 
trial production. The general com- 
modity price level probably will 
average close to 50 per cent above 
its 1939 level for several years. 
_ However, there may be rather wide 
fluctuations around this level be- 
cause of changes in domestic and 
foreign demand for our products. 
The European outlet for United 
States farm products will decline, 
as our. loan and gift program is 
contracted and as European coun- 
tries restore their agriculture. No 
one knows how long the Congress 
will be willing to finance exports to 
the rest of the world. In addition to 
the humanitarian obligation to pre- 
vent starvation, there are two other 
strong reasons for maintaining food 
exports at a high level. One is to 
implement the so-called “Marshall 
Plan” for rehabilitation of Europe 
and the other is to maintain a high 
level of production, employment, 
and national income in this country. 
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The fiscal policy of the Federal 
government is not likely to stifle 
business activity. Taxes and debt 
repayment will undoubtedly be re- 
duced if danger signs appear. It 
will be not only wise but politically 
expedient to do so. 

The dominant factor affecting 
farm income in the United States is 
the domestic demand. The needs for 
food are in excess of our present 
high level of farm output. This is 
exemplified by the quantity of food 
purchased by the higher income 
groups of our society —those who 
can afford an adequate diet. The 
most important and most difficult 
task is to keep the nonfarm popula- 
tion employed at reasonable wages. 
That means that wages, prices, and 
profits have to be kept in reason- 
able balance. Some semblance of 
stability in prices will help, by pre- 
venting accumulation of inventories 
for speculative purposes. Stability 
in the cost of living would assist in 
stabilizing wages. 

But in a competitive economy 
where freedom of enterprise is 
valued more highly than economic 
stability, the maintaining of a rea- 
sonable balance among’ wages, 
prices, and profits is difficult. It re- 
quires cooperation based on an un- 
derstanding of the mutual benefits 
which would result. Our economy 
is not now in balance but it has 
come a long way since V-J Day. 
There is hope that it may be able to 
absorb the shocks caused by the 
disturbing international situation 
and that the downward adjustment 
in prices of farm products will be 
gradual. 
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State Taxation. I° 
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7) OTH the Federal government 
B and the states wield broad 
tax powers. The power of 
the Federal government to levy 
taxes, like other powers it possesses, 
is delegated by the Federal Consti- 
tution. The power of the states to 
impose taxes is based on their in- 
herent right of sovereignty. Even 
though both governments are 
limited in the exercise of their re- 
spective powers of taxation, these 
limitations are not such as to pre- 
vent either government from levy- 
ing nearly every type of tax. Only 
in the case of the property tax and 
custom duties is there complete 
separation of revenue sources. 
Conflicting taxation between the 
Federal government and the states 
is a development of the present 
century. Prior to 1900 the Federal 
government received most of its 
revenue from the tariff, the sale of 
public lands, and excises on liquors 
and tobacco. During this same pe- 
riod the states were relying almost 
wholly on the property tax as a 
source of revenue. Because of the 
need for additional revenue after 
the turn of the century, however, 
both levels of government either 
adopted new taxes or developed 


* This is the first of two articles on the 
topic of conflicting taxation. The second 
will appear in a subsequent issue. 


others which hitherto had produced! 
a relatively small amount of rev+ 
enue. | 

In 1909 the Federal government 
levied a tax on corporation income, 
and the ratification of the Sixteenth 
Amendment in 1913 provided for a 
tax on personal income. The tax on 


-the transfer of property at death 


was re-enacted by the Federal gov- 
ernment in 1916, a field of taxation 
from which the Federal government 
has not withdrawn as it did at the 
end of the Civil and Spanish-Amer- 
ican Wars. Taxes on gasoline and 
alcoholic beverages were added dur- 
ing the 1930’s to the list of those 
levied by the Federal government. 

Since the turn of the century all 
the states but one have made use 
of the tax on the transfer of prop- 
erty at death. After 1903, the tax 
which theretofore had been appli- 
cable to personal property only was 
revised to include real estate and to 
provide for progressive rates. The 
first modern state tax on income 
was enacted in 1911, and now nearly 
two-thirds of the states make use of 
this tax. Excises, which had played 
a very minor role in the fiscal sys- 
tems of the states during the nine- 
teenth century, were introduced in 
the early part of the twentieth cen- 
tury. A tax on gasoline was firs! 
levied in 1919, and ten years late 
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all of the states had enacted this 
_type of tax. Tobacco was first taxed 
in 1921, and at the present time 
hirty-seven states have levied a tax 
. ither on all tobacco products or on 
cigarettes only. Immediately after 
the repeal of prohibition the major- 
ty of the states levied excises on 
alcoholic beverages, and the remain- 
ing states received revenue in the 
form of so-called profits from the 
operation of their liquor stores. 
_ The same objects or bases may, 
‘in general, be legally taxed by both 
‘the Federal government and the 
‘states; neither is able to prevent 
the imposition of such tax by the 
‘Other. The taxation of the same 
objects by the Federal government 
and the states may or may not be 
unjust. The dual relationship of a 
citizen to both governments renders 
it just that he pay for the support 
of both, since each citizen receives 
benefits from both levels of gov- 
‘ernment. Taxation of the same base 
by both governments becomes un- 
just when a tax is imposed by one 
government without due respect to 
‘an equitable distribution of the 
over-all tax burden. Conflicting tax- 
ation may also be criticized when 
the cost of duplicate administration 
becomes excessive. 

During the nineteenth century it 
was rare for two or more states to 
levy a tax on the same base, since 
the taxable situs of property, in 
most instances, did not result in 
double taxation. With the states 
making greater use of such bases 
for taxes as personal and corporate 
income and transfer of property at 
death, however, double taxation 
has not been uncommon. If two or 


more states levy a tax on the same 
base, injustice may result. This 
would be true if some taxpayers 
were made subject to a particular 
tax while others were not. Discrimi- 
nation would result since some 
people with equal ability would not 
be paying the same amount of taxes 
as others. 

Our dual system of taxation has 
been criticized on several counts. 
The criticisms are: a levy by both 
the Federal government and the 
states has resulted in an excessive 
burden; the cost of compliance has 
been increased; tax evasion and 
avoidance have resulted because of 
the nonuniformity of state tax 
laws; the states have resorted to 
tax competition; the cost of admin- 
istration has become excessive; and 
conflicting tax laws have resulted in 
unequal taxation. 

As a solution to the problems aris- 
ing from conflicting taxation, some 
form of coordination between the 
Federal government and the states 
has been recommended at various 
times by leaders in the field of public 
finance. The reforms proposed have 
been separation of revenue sources, 
shared taxes, tax credits, and sup- 
plements. 

Separation of revenue sources im- 
plies that certain fields of taxation 
would be delegated either to the 
Federal government or to the states. 
The government which is least 
qualified to administer a particular 
tax would withdraw from the field. 
This was the method used prior to 
the turn of the century, but because 
additional revenue was needed it 
was abandoned. A shared tax is one 
that is administered by a single gov- 


ernment which shares part of the 
- proceeds with another. The amount 
may be either a lump sum or a fixed 
percentage of the amount collected. 
The argument for sharing is that it 
would result in tax uniformity, elim- 
ination of dual administration, and 
lower administrative costs. 

The use of a credit implies that 
both the Federal government and 
the states would levy the same tax, 
but that the former would credit a 
certain amount of the tax to the 
latter. In this way the taxpayer 
would pay the same amount, but a 
portion would go to the states if 
‘they had enacted a similar tax; if 
not, the total tax would be collected 
by the Federal government. The 
proponents of the crediting device 
point out that it would result in a 
uniform minimum tax throughout 
the country and would reduce tax 
competition among the states. 

The use of supplements is a sys- 
tem of additional tax rates super- 
imposed by one government on the 
tax rates of another. The govern- 
ment best qualified to levy the tax 
would be charged with the adminis- 
tration, and the other would add 
rates commensurate with its reve- 
nue needs. The advantages of sup- 
plements-would be the reduction in 
administrative costs and the fact 
that each government would be free 
to change its rates. 

In this and a subsequent article a 
study is made of six taxes levied by 
both the Federal government and 
the states. The problems that arise 
from the overlapping state taxes, as 
well as the duplication that exists 
between the Federal government 
and the states, are examined in an 


effort to determine what form © 


coordination, if any, is desirabl 
The taxes are: personal income, co» 
poration income, transfer of pror 

erty at death, tobacco, gasoline, a 
alcoholic beverages. In 1946 the re 
ceipts from these six taxes at 
counted for nearly 70 per cent a 
total tax collections of the Federz 
government and approximately © 
per cent of state tax collection: 
exclusive of payroll taxes. 

The taxation of personal and o 
corporation incomes will be dis 
cussed in this article. The othe 
four taxes mentioned will be treate 
in a subsequent issue of Opinio: 
and Comment. 


Taxation of Personal Income 


One of the most difficult problem 
which states are called upon to fac 
in the administration of the tax o 
personal income is the determin 
tion of what income can and shoul 
be taxed. In this matter, the cour 
have allowed the states wide lat 
tude. It is now well established the 
the state of domicile of the taxpaye 
may levy a tax on the taxpayer 
net income regardless of its sourc 
The state in which the income 
earned also has a legal right to ta 
the same income. Since there a: 
some states which follow each « 
these principles, double taxation 
the result. 

It is obvious that if the stat 
which have a tax on personal i: 
come would levy their taxes « 
either residence or origin of incor 
there would be no possibility 
double taxation. Some states ha 
realized the injustice of double ta 
ation and have introduced crediti: 
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Ovisions into their income tax 
laws. Twelve states credit the tax 
paid by a nonresident to his home 
Sate if that state grants the same 
privilege to their residents. Fourteen 
States grant a credit to residents 
_ who have paid taxes on their in- 
come earned in other states. Either 
-method—the reciprocal tax credit 
granted to nonresidents or the tax 
‘credit granted to residents — would 
‘eliminate the possibility of double 
taxation of income. The presence 
of both, however, does not solve the 

problem of double taxation of in- 
come. In some cases, the income of 
a taxpayer residing in one state and 
deriving income within another 
state may be subject to taxation by 
both states. In other instances, a 
taxpayer in a similar situation may 
not be taxed at all on income thus 
derived. 

Even though the income tax is 
now in effect in nearly two-thirds 
of the states, in a majority of them 
it has not been developed to the 
point of carrying more than a 
minor share of the tax load. Those 
-who would like to see the states 
make greater use of the tax on per- 
sonal income doubt whether the tax 
will ever be developed to its fullest 
potentialities so long as both the 
states and the Federal government 
impose it. The states are placed in 
a position in which they have to 
take what is left by the Federal 
government. A state can not depart 
too widely from the general pattern 
of taxation set by its neighbors, for 
to do so would invite tax avoidance. 
Income possesses mobility, and a 
state that levied relatively high rates 
would run the risk of experiencing 
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the movement of taxpayers to more 
favorable taxing jurisdictions. 
Many people believe also that the 
Federal government has so many 
advantages that the administration 
of the income tax should be central- 
ized more and more in its hands. 

Separation of sources, with the 
exclusive right to levy the tax on 
personal income delegated to the 
Federal government, does not seem 
to be the correct solution to the 
problems involved in the taxation 
of personal income. It seems doubt- 
ful whether the states could afford 
to withdraw. Since personal income 
represents one of the best measure- 
ments of ability to pay, it seems 
proper that the states should make 
greater use of this tax than of some 
of the more regressive taxes used 
at the present time. Neither does a 
Federal credit seem desirable in this 
field of taxation. The argument for 
the use of a Federal credit is that 
it would guarantee a certain portion 
of the tax base to the states and 
that it would result in uniformity 
of state tax rates, which in turn 
would eliminate tax competition. 
The use of the credit would cer- 
tainly encourage, but it would not 
guarantee, uniformity since the 
states would still be free to enact 
additional rates if they so desired. 
Because the Federal government 
could enact additional rates there 
would be no assurance that the 
states would be guaranteed a certain 
portion of the tax base. 

The cost of collection would not 
be reduced under a credit arrange- 
ment with the states. It would still 
be necessary for the states to main- 
tain their own administrative ma- 
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chinery. Double taxation of the 
same income by the states would 
still be possible, since the problem 
of jurisdiction would not be solved. 
Some states would be encouraged to 
levy a tax on personal income be- 
cause of the opportunity afforded 
by the Federal credit. Since some 
of the less wealthy states probably 
could not afford to.support the cen- 
tralized machinery which is neces- 
sary to administer efficiently a tax 
on personal income, this policy 
would seem to be unwise. 

The use of supplements by the 
states, with collection of the per- 
sonal income tax entrusted to the 
Federal government, does not offer 
a solution to the problems involved 
in the taxation of personal income. 
The important problem of double 
taxation would still be present, and 
since the tax rates could be deter- 
mined by the states, tax competition 
among the states would still be pos- 
sible. It is doubtful that the use of 
supplements would reduce the cost 
of administration. Such an arrange- 
ment would probably necessitate the 
creation of some additional admin- 
istrative machinery on the part of 
the Federal government. 

Federai collection, with the Fed- 
eral government sharing part of the 
proceeds with the states, seems to be 
the best solution to the problems in- 
volved in the taxation of personal 
income. Such a program would re- 
sult in the elimination of double 
taxation. The cost of administra- 
tion, as well as the cost of compli- 
ance, would be reduced and tax 
competition among the states would 
no longer be a problem. Since it 
seems that the personal income tax 


should play a greater part in the 
fiscal system of the states, the 
amount shared should be larger 
than the amount now received fror 
this: source of revenue. This amoun} 
could be agreed upon by the states 
and the Federal government anc 
might be either a percentage of 
total tax collections or a lump on 
Since income is a result of busi- 
ness activity, it would probably be 
best to share the proceeds of the 
tax on personal income with the 
states on the basis of some index 
which reflects their contribution to 
the national income. At the present 
time there is no perfect index which 
would reflect each state’s contribu- 
tion. “Total Income Payments to 
Individuals,” as reported by the De- 
partment of Commerce for the 
several states, probably provide the 
best single indicator available. These 
could be used as a basis of sharing 
until a better measure is devised. 


Taxation of Corporation Incomes 


The determination of that part o1 
the income derived from a busines: 
conducted in more than one state 
which may and should be taxec 
by any one state is the main prob: 
lem in connection with state taxa: 
tion of corporation income. Thi 


‘problem was not encountered s¢ 


long as business was purely a mat 
ter of intrastate concern, but sinc 
the activities of many corporation 
have been extended beyond stat 
lines and even national boundaries 
the problem becomes more compli 
cated. 

The Supreme Court has estab 
lished the principle that a state ma: 
tax only that portion of corporatio: 
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come that is earned within the 


“state. A state may, however, legally 
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tax all the income of the corpora- 
tion if the business is incorporated 
within the state. Most of the states 


do not take advantage of this fact, 
however, for to do so would result 
in unfair taxation if other states in 
which the corporation did business 


also taxed it on the amount of in- 
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_methods, 
“separate 


come earned therein. In an effort to 


allocate income for taxation pur- 
poses the states have employed two 
namely, the _ so-called 
accounting” and_ the 


“formula.” Both methods strive to 


A 


accomplish the same thing, i.e., to 
apportion the income of the business 
among the states so that each may 
‘tax a proper share of the whole, 
but no more. The problem is one of 
allocating income on the basis of the 
relative contributions of the several 
states involved in the creation of 
that income. 

According to the separate ac- 
counting method, the business of a 
company within the taxing state is 
treated as though it were separate 
‘and distinct from its business car- 
ried on outside the state. Since most 
concerns which do an _ interstate 
business are unitary in character, 
much difficulty has been encountered 
with this method. As a_ business 
becomes more and more highly inte- 
grated, the administrative difficul- 
ties increase. To make an audit of 
some of our highly integrated con- 
‘cerns is not only an almost impos- 
sible task but it is very expensive. 
The main objection to separate ac- 
counting is that it tends to be arbi- 
trary. Because of this criticism the 
multiple factor or formula method 
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has been introduced as a method of 
allocating corporation income among 
the states for purposes of taxation. 
Under the formula method of ap- 
portionment, the income of a corpo- 
ration is allocated among all the 
states in which its business is con- 
ducted, on the basis of some formula 
which presumably is an indicator 
Or measurement of the origin of 
income. The amount of property 
owned or sales made within a state 
is used by some states as a base for 
apportioning income. At the present 
time there is little uniformity con- 
cerning the use of any one formula. 
Some states deliberately use an allo- 
cation formula that will make acces- 
sible to them the largest amount of 
taxable income. Thus, if the pre- 
dominant business factor is sales, 
one state will use that amount, 
whereas another may use property 
since most of the company’s prop- 
erty is located within its boundaries. 
As a result, a corporation may 
sometimes be taxed on more than 
100 per cent of its income. 
Separation of sources does not 
seem to be the proper solution. Be- 
cause of the importance of this 
source of revenue, neither the 
Federal government nor the states 
could afford to withdraw from this 
field of taxation. The use of a 
Federal credit also has some short- 
comings. Dual administration would 
still be necessary, and the costs con- 
nected with it would still exist. It 
would also be necessary for a cor- 
poration to make a report to the 
Federal government and one to each 
state in which it conducted business. 
Multiple taxation, which is one of 
the most serious problems in the 


OPINION AND C 


taxation of corporation © income, 
would not be eliminated. Uniformity 
would not be achieved, since the 
states would still be free to enact 
rates in excess of the established 
credit if additional revenue were 
needed. 

Federal administration of the tax 
on corporation income, with the 
states permitted to add rates to be 
applied to the same base, would re- 
sult in the Federal government’s 
allocating income among the states 
for purposes of taxation. The suc- 
cess of the arrangement would de- 
pend on the allocation formula or 
formulas used. If all the states 
agreed to a uniform formula for 
allocation, this arrangement would 
have some advantages over the 
present method of taxation. A uni- 
form formula would result in no 
corporation’s being taxed on more 
than 100 per cent of its income. The 
cost of collection would probably 
be reduced, and the cost of com- 
pliance would be less. If, however, 
the states did not agree on the uni- 
form method of allocation and the 
Federal government were charged 
with the administration of many 
different formulas, there would 
probably -be no advantages from 
such a plan. The cost of administra- 
tion would probably increase, and 
unfair taxation due to the use of 
many different formulas would still 
be possible. 


sha 
The plan best suited for improv-‘ 
ing the effectiveness of state taxa-| 
tion of corporation income would] 
seem to be Federal collection and| 
state-sharing. Such a plan would! 
result in lower costs of administra-- 
tion, since only one government: 
would be charged with the work.., 
Compliance costs would be reduced, 
since a corporation would be re-: 
quired to file only one return in-) 
stead of several, depending, of) 
course, on the number of states in 
which the corporation conducted its. 
business. Multiple taxation would 
be eliminated, because a corporation 
would not be taxed on more than 
its total income for any given year. 
All the states contribute some- 
thing to the profits of a large cor- 
poration which conducts its business 
in many states and markets its 
product in all. Like personal income, 
corporation income arises from busi- 
ness activity; therefore, the amount 
to be distributed should be shared 
on the basis of some factor that 
reflects business activity. As pointed 
out in regard to the sharing of 
personal income taxes, income esti- 
mates prepared by the Department 
of Commerce would probably be the 
best basis on which to share the 
revenue. The amount to be shared 
could either be a percentage col- 
lected each year or a lump sum. 


